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MONDAY, APRIL 27, 1959 


House or REPRESENTATIVES, 
ComMITTEE ON Ways AND MEANs, 
Washington, D.C. 
The committee met at 10 a.m., pursuant to notice, in the Ways and 
Means Committee Room, New House Office Building, Hon. Wilbur D. 
Mills (chairman) presiding. 
The Cuarrman. The committee will please be in order. 
Without objection, we will place a copy of the press release of 
March 30, 1959, announcing these hearings on the subject of extension 
of the Renegotiation Act, in the record at this point. 


CoMMITTEE ON Ways AND MEANs, 
or REPRESENTATIVES 
1102 New House Office Building. 


CHAIRMAN Witsur D. Mitts (D., Ark.), CommirTEE oN Ways AND MBEANs, 
HousE oF REPRESENTATIVES, ANNOUNCES PuBLIC HEARINGS To BEGIN ON 
ApriL 27, 1959, ror THE PURPOSE OF RECEIVING VIEWS AND RECOMMENDA- 
nore ON THE GENERAL SUBJECT OF AN EXTENSION OF THE RENEGOTIATION 

CT 


The Honorable Wilbur D. Mills (D., Ark.), chairman, Committee on Ways 
and Means, House of Representatives, today announced that the Committee 
has scheduled public hearings to begin April 27, 1959, for the purpose of receiving 
views, recommendations and suggestions on the general subject of an extension 
of the Renegotiation Act beyond June 30, 1959. Chairman Mills stated that the 
President has recommended an extension and that the committee has received 
a letter from the Department of Defense specifically requesting an extension of 
the Renegotiation Act, with amendments, from July 1, 1959 to September 30, 
1961. Copies of the Defense Department letter and proposed draft of legislation 
are attached. 

The leadoff witnesses on the first day of the hearings, April 27, will be repre- 
sentatives from the Department of Defense and the Renegotiation Board. 

The chairman emphasized that the Committee on Ways and Means has a 
very heavy legislative schedule. With this in mind, he urged that all persons 
and groups with similar interests designate one spokesman to represent them at 
the public hearings. The time allotted each witness will be determined by the 
number of witnesses requesting to be heard. 

It is essential that all persons requesting to appear and testify indicate (1) the 
general tenor of their testimony, (2) the amount of time required for their direct 
testimony, and (3) the name of the witness who will present the testimony for 
the organization or group concerned in order for the staff to allot time and to 
properly arrange a schedule for the hearings. 

Persons who may be interested in appearing and testifying should submit their 
request to Leo H. Irwin, chief counsel, Committee on Ways and Means, 1102 
New House Office Building, Washington 25, D.C., by not later than Friday, 
April 17, 1959. All persons who desire to do so may submit a written statement 
in lieu of a personal appearance. Such statements will be considered by the 
committee and also printed in the record of the hearings. It is requested that 
persons who submit such statements in lieu of a personal appearance do so by 
not later than April 30, 1959. A minimum of three copies of such statements 
should be submitted. 
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In accordance with the rules of the committee, persons who are scheduled to 
be heard are requested to submit 60 copies of their prepared statement to the 
chief counsel 24 hours in advance of their scheduled appearance. If a witness 
desires to also make available copies of his statement to the press and interested 
public, an additional 50 copies should be submitted by the date of his appearance. 

Persons who submit a statement for the record in lieu of an appearance may also 
provide an additional 50 copies of their statment if they desire it to be made 
available to the press and the public. 


Tue SECRETARY OF DEFENSE, 
Washington, March 26, 1959. 
Hon. Sam RAyYBurn, 
Speaker of the House of Representatives. 


Dear Mr. Speaker: There is forwarded herewith a draft of legislation ‘‘To 
extend the Renegotiation Act of 1951 until September 30, 1961, and for other 
purposes.”’ 

his proposed legislation is part of the Department of Defense legislative 
program for 1959. The Bureau of the Budget has advised that there is no ob- 
jection to the submission of this legislation to the Congress and that enactment 
of such legislation to extend the Renegotiation Act is in accord with the program 
of the President. Its enactment is recommended. 


PURPOSE OF THE LEGISLATION 


The proposed legislation would amend the Renegotiation Act of 1951, as 
amended (50 U.S.C. App. 1211-1233), in three respects: 

(1) Section 102(c)(1) of the act (50 U.S.C. App. 1212(¢c)(1)) would be amended 
to extend the Act for 2 years and 3 months through September 30, 1961. 

(2) This proposal would amend section 103(e) of the act (50 U.S.C. App. 
1213(e)) by adding an additional factor which must be considered by the Re- 
negotiation Board in determining excessive profits and by providing that the 
Board in any statement furnished pursuant to section 105(a) of the act must 
indicate separately its consideration of, and the recognition given to, the efficiency 
v0x nn of subcontractor and of each of the other factors listed in section 
103(e). 

(3) Finally, the proposed legislation would amend section 108 of the act to 

rmit appeals from decisions of the Tax Court in renegotiation cases to the 
J.S. Courts of Appeal in the same manner as now provided in subsections (a) 
and (c) of section 7482 of the Internal Revenue Code of 1954. 

The Congress last year by Public Law 85-930 provided a 6-month extension 
of the act from December 31, 1958, through June 30, 1959. It is the opinion of 
the Department of Defense that the act should be extended an additional 2 
years and 3 months beyond this date. The termination date should be shortly 
after the normal adjournment of the then current session of the Congress. 

Defense expenditures are expected under current world conditions to continue 
at or somewhat near their present high rate for the foreseeable future. For 
fiscal year 1959 expenditures of the Department of Defense are estimated to be 
$40.8 billion. Approximately one-half of such expenditures represents amounts 
ay ey procurement of goods and services which would be subject to the provisions 
of the act. 

The purpose of renegotiation is to eliminate excessive profits from defense 
contracts and subcontracts thereunder. In large-scale procurement programs 
involving the purchase of many different types of specialized items, many of 
unprecedented nature, past production and cost experience are not always avail- 
able for accurately forecasting the costs of such items. Today, particularly, we 
are witnessing rapid developments in the aircraft, missile, and space fields. 
Pricing policies and contracting techniques of the procuring agencies cannot 
guarantee in all cases against excessive profits. 

Experience has shown that the renegotiation authority is an effective method 
of preventing excessive profits. It has a salutary effect in contract pricing and 
has proved particularly effective in the subcontracting areas where maintenance 
of pricing controls is extremely difficult. Accordingly, it is reeommended that 
the Renegotiation Act be extended for an additional 2 years and 3 months. 

In addition to extending the act for an additional 2 years and 3 months, the 
proposed legislation would provide certain other amendments. The first of these 
would add an additional factor to those now listed in section 103(e) of the act 
which the Board must consider in its determination of excessive profits. This 
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factor would require the Board to take into consideration the types and pro- 
visions of contracts and subcontracts subject to renegotiation, with particular 
regard to contractual pricing provisions and the objectives sought to be achieved 
thereby. 

Among the types of contracts developed within the Department of Defense 
is the so-called incentive type contract. This type of contract is designed to 
encourage a contractor to reduce costs by permitting him to share in the savings 
realized from such reduction. Section 103(e) now requires the Board to give 
favorable recognition to the efficiency of a contractor in reducing costs. However, 
where the procuring agency is encouraging economies under a contract by a 
provision under which the Government and the contractor share in any resultant 
savings it appears desirable that the contractor be assured by an amendment to 
section 103(e) that due consideration will be given to the particular nature and 
objectives of the incentive type contract and to the results of the contractor’s 
efforts thereunder. 

In addition it is proposed that section 103(e) of the act be amended further to 
provide that any statement furnished to a contractor by the Board under section 
105(a) in connection with the Board’s determination shall indicate separately the 
Board’s consideration of and the recognition given to the efficiency of the con- 
tractor or subcontractor and of each of the other factors listed in section 103(e). 
Among these factors to be dealt with thus will be the one to be added by this 
legislation. 

Finally, the proposed legislation contains an amendment to section 108 of the 
Act to provide a right to appeal from decisions of the Tax Court in renegotiation 
cases to the United States Courts of Appeal in the same manner as is now provided 
in subsections (a) and (c) of section 7482 of the Internal Revenue Code of 1954. 
This amendment is similar to that contained in H.R. 11749 85th Congress as 
it passed the House last year. The amendment was stricken by the Senate be- 
cause of insufficient time for its consideration. 


COST AND BUDGET DATA 


It is anticipated that the enactment of this proposal will result in indeterminable 
savings to the Government. 
Sincerely yours, 
A. QUARLES, Acting. 


A BILL To extend the Renegotiation Act of 1951 until September 30, 1961, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, 


SecTIon 1. ExTENSION 

Section 102(c)(1) of the Renegotiation Act of 1951, as amended (50 U.S.C. 
App., see. 1212(c)(1)), is amended by striking out “June 30, 1959” and inserting 
in lieu thereof ‘September 30, 1961.” 


SEC. 2. CONSIDERATION TO BE GIVEN TYPES AND PROVISIONS OF CONTRACTS 
AND SUBCONTRACTS 
(a) Section 103(e) of the Renegotiation Act of 1951 (50 U.S.C. App., see. 
1213(e)) is amended by renumbering paragraph (6) as paragraph (7) and by 
adding a new paragraph (6) to read as follows: 

(6) Types and provisions of contracts with the Departments and sub- 
contracts, with particular regard to contractual pricing provisions and the 
objectives sought to be achieved thereby, including especially, in the case of 
contracts and subcontracts containing provisions for incentive payments, 
the nature and extent of cost reductions effected thereunder and the extent 
to which such reductions are the result of the efforts of the contractor or 
subcontractor. 

(b) Section 103(e) of the Renegotiation Act of 1951 (50 U.S.C. App., see. 
1213(e)) is further amended to add at the end thereof the following sentence: 

In any statement furnished by the Board pursuant to section 105(a), 
the Board shall indicate separately its consideration of, and the recognition 
given to, the efficiency of the contractor or subcontractor and each of the 
foregoing factors. 
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SEC. 3. JUDICIAL REVIEW OF TAX COURT DECISIONS IN RENEGOTIATION CASES 

(a) In general.—The second sentence of section 108 of such Act (50 U.S.C. 
App. sec. 1218) is amended to read as follows: “Upon such filing such court shall 
have exclusive jurisdiction, by order, to determine the amount, if any, of such 
excessive profits received or accrued by the contractor or subcontractor, and such 
determination shall not be reviewed or redetermined by any court or agency 
except that it may be reviewed as provided in subsections (a) and (c) of section 
7482 of the Internal Revenue Code of 1954.” 

(b) Conforming amendment.—The fourth sentence of such section 108 is amended 
by striking out “finally.” 

(c) Effective date—The amendments made by subsections (a) and (b) shall 
apply with respect to decisions rendered by the Tax Court of the United States 
after December 31, 1958. 

The CHarirMaNn. Our first witness this morning on the subject of 
the Renegotiation Act is the Honorable Robert Dechert, Genera! 
Counsel of the Department of Defense. 

We are pleased to have you with us this morning. You are bring- 
ing to us the views of the Department of Defense, and I presume 
also the views of the administration. 


STATEMENT OF ROBERT DECHERT, GENERAL COUNSEL, DE- 
PARTMENT OF DEFENSE, ACCOMPANIED BY MAX GOLDEN, 
GENERAL COUNSEL, DEPARTMENT OF THE AIR FORCE, AND 
JAMES P. NASH, OFFICE OF GENERAL COUNSEL, DEPARTMENT 
OF DEFENSE 


Mr. Decuert. Yes, sir. 

The CHarrMan. You are recognized, sir. 

Mr. Decuerr. First I want to say that I appreciate very much 
the opportunity to be here. I feel my inadequacy to fully present 
this subject which has been before the committee and the Congress 
on a number of occasions. 

Like most of us who are engaged in Government operations at this 
level, my background is that of private business and private law prac- 
tice and we bring to this consideration the same point of view which 
is brought by Members of Congress and the public generally. 

We have, of course, full awareness of the very great responsibilities 
which are involved in the management of such a tremendous operation 
as the defense of the country. 

I have a prepared statement which I plan to read in a minute, but 
I was just going to make a few preliminary statements on this general 
subject. I do want to set the stage a little bit for the operations of the 
Renegotiation Board with respect to the number of cases and the 
percentage that are dealt with in different ways, because I think 
sometimes the feelings of those who become involved and who neces- 
sarily have strong feelings on some occasions tend to indicate that the 
problem is a more widespread problem in numbers than the statistics 
would bear out. 

There are about 4,500 statutory filings a year, I am told by the 
officials of the Board, on the average, the number of contractors who 
exceed the statutory minimum of a million dollars of defense business 
a year, which minimum, you know, has been gradually increased from 
a quarter of a million to haif a million, and now a million. 

We start, therefore, with this 4,500 figure of filings. I think the 
results of these filings have been testified to before, but I have never 
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seen it in exactly the form of the table which I plan to give and which 
isn’t in my mimeographed statement, but will of course be in the 
record. 

Seventy percent of that number are dealt with in what the Board 
calls withheld from assignment. In other words, when first examined, 
the Board itself feels that the situation is so clear against any renego- 
tiated refund being required that they are screened out and not sent 
to the field, which eliminates them from further consideration for 
refund. That is 70 percent. That leaves as being sent to the field 
or otherwise further examined 30 percent of the original amount. 

My next statistics will deal with this 30 percent that weren’t 
screened out initially. Of that 30 percent, 83 percent are cleared in 
one stage or another of further proceedings, which means 24.9 percent 
of the total. If you add that to the original 70, you find that 94.9 
percent, or almost 95 percent, have thereby been cleared from further 
consideration as to whether a refund under the renegotiation process 
is due. 

Of this 30 percent that were sent to the field or further considered, 
refunds were finally found to be due by 17 percent of the 30 percent, 
which is 5.1 percent of the original 4,500 figure. 

In other words, about 5 percent of the total results in a refund, 
5 percent of the total in number of filings. When we come to this 
5 percent or 5.1 percent, we find that 92 percent of those are settled 
by agreement without appellant proceedings or without the necessity 
of a unilateral order being issued. That means that 92 percent of 
the 17 percent of the 30 percent, which comes down to 4.7 percent 
of the total 100 percent, are settled by agreement at this stage, so 
that orders are issued by the Board with no agreement only in 0.3 
percent of the total. 

I am coming back in a minute to indicate that IT know that agree- 
ments are sometimes entered into without full happiness, but I am 
simply setting up the statistical figures here, so we now are down to 
the point where 0.3 percent resulted in orders being issued by the 
Board. 

Out of those orders where no agreement was reached, 70 percent 
are paid without appellant proceedings, which is 0.2 percent of the 
total, so that we finally have appealed to the tax court only 30 percent 
of 0.3 percent, or one-tenth of 1 percent of the whole get appealed to 
the Tax Court. 

As I have indicated, the next to the last figure, settled by agreement 
or paid without appeal, doesn’t necessarily mean that the company 
concerned is happy over the situation. 

As has been pointed out, the company concerned takes into con- 
sideration the lawyer’s fees, and the delays, and the necessity of 
spreading its records of earnings and its other corporate records in a 
public way in the Tax Court proceedings as one of the things that 
might persuade it not to appeal, even though it still wasn’t entirely 
happy with what the Board did, so that it isn’t fair, I know, to point 
out that the mere tiny percentage of those which are finally appealed 
represents complete satisfaction with the proceedings of the Board. 

On the other hand, even if you go up above there, you will find 
that the figures I have given you indicate that, by and large, the 
unhappiness which has Tien expressed is, percentagewise, a very 
small percent. 
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Of course, it may be true that people who are not unhappy over 
the results with respect to their own company still don’t think that 
the process is good process, so that even there I am not arguing that 
necessarily these figures give the final answer, but I think they are 
an interesting group of statistics and throw some light on the way 
this operation has worked. 

Another set of statistics which is likewise not in my mimeographed 
statement, but would seem to me to be interesting, would be the 
statement of the total volume that we have. There is something 
about this in the statement which I am about to read in a minute, 
but I have a schedule here for the fiscal year 1958 which gives the 
net value in thousands and the number of military procurement 
actions. The grand total for that fiscal year of military procurement 
in dollars came to $24,196,977,000. 

The number of these procurements is a striking figure. This is 
number rather than dollar amount. The number here is 5,131,704 
procurements. This is an enormous figure with which we are dealing, 
a figure which staggers those of us who come into government from 
private backgrounds and which emphasizes the fact that one cannot, 
with enormous figures like this, disregard the necessity of having 
checks and balances and the reviews which the renegotiation process 
has provided. 

At this point I am going to take up the statement which has been 
prepared, though I may interpolate. 

Mr. Mason. Mr. Chairman, before he takes up the statement, 
Mr. Dechert, I have one more request as a result of your oral testi- 
mony. 

Why harass 95 percent of the contractors when only 5 percent have 
actually made excess profits? 

Mr. Decuerr. Mr. Mason, may I challenge one word you used, and 
that is “harass’’? 

It might be said that all of us who file Federal income tax returns 
are harassed. This is a process through which we feel it is necessary 
that people go in order to be sure that there are no excess profits that 
out to be reclaimed. 

The question of general income by any standards of classification 
before the required filing is one we have considered very gratefully and 
I ought to say, as I think I have said in this mimeographed statement, 
that since we last met last summer, we in the Department of Defense 
have had a series of reviews within our own Department and with 
various branches of industry seeking to solve some of the problems 
which cause the most criticism, and one of them is the one you raised, 
which is: Isn’t there some way in which we could create classifications 
to eliminate the need of filings in these cases, and we have found no 
such way of setting up the categories to do it. 

Mr. Mason. I am a contractor and I have entered into a contract 
with the Government. I have completed it and I have made a profit. 
Now, then, all my books and everything are taken, and I am on the 
pan and the field agent says: 

“We have to go over all your accounts to see,”’ and they send them 
to Washington and then Washington goes over them and screens them 
and finds out that I am in the clear. 

That is a considerable headache to me, I imagine, if I were a con- 
tractor. 
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Mr. Decuerr. I am afraid, sir, that that is not a typical situation. 
If that has happened to you, I think you are very untypical, because 
in the first place, as I say, 70 percent of them are screened out on the 
return that is made with nothing being said to the contractor who 
filed except everything is in the clear, so he wasn’t bothered except in 
the trouble of making up the original return. 

A large number of additional ones are likewise cleared in the field, 
which doesn’t have any of the limits of which you just spoke. 

Mr. Mason. I am talking about a case that has been delayed 3 or 4 
years and they have been kept on the pan for 3 or 4 years. I cannot. 
see any excuse for that. 

Mr. Decuert. The Board is under orders by the statute to close 
these in 2 years, and where they are held up longer than that it is 
usually the fault of the contractor involved, because he wants more 
time to do something. Of course, if later on they are carried to the 
Tax Court, there is further delay, but that is a delay beyond the 
Renegotiation Board, and I think, sir, that you will not find that 
there is any such delay as you have indicated, except in the extraor- 
dinary cases. 

There are some extraordinarily complicated cases where it takes 
time to develop the situation and they can be produced and be made 
the horrible example, but I think very few of them would fit the 
description you gave. 

Mr. Mason. That is the type that is brought to my attention. 

Mr. Decuert. I used to have a friend who was in charge of the 
eastern part of the sales of Sears, Roebuck; I think something like 
60 percent of the national sales. He told me that he made a practice 
of having all crank letters put on his desk. 

I said to him, “This seems to me the worst possible idea for an 
executive because he thinks the crank letters are typical,” and then 
I told him that I had been for 32 years general counsel of a big life 
insurance company. We get every once in a while a situation where, 
because of a crack in the language of our policy, there has been some- 
thing misunderstood and we have to pay out $10,000 or something 
like that, and everybody wants to rush and change the form of the 
policy, and then we stop and think that that policy has stood the test 
of time for a good many years, and it has been filed in 48 States. It 
will cost us a lot of money to change it, people will be uncertain, and 
if it has only happened once or twice, maybe we ought not to change 
our policy. 

So I am suggesting that the rare case which comes to your attention 
and which may be the result of bad administration on the part of the 
Government or of unhappy circumstances and behavior on the part 
of the contractor ought to be taken into consideration, but it ought 
not to outweigh all those that flow evenly and have represented the 
way in which this has operated generally satisfactorily. 

You remember, this procedure was set in motion originally by wise 
men in the Department of Defense, Judge Patterson and others, who 
are now dead, where it was thought that there ought to be an overall 
review of the several services outside of those who are charged with 
the responsibility for the contracting processes, and that this overall 
review, since it was a judgment matter, could be best provided by a 
board in whom people had confidence, who would take the thing 
outside and look at it, and would be ready to criticize if we in the 
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administration of the defense procedures did wrong, but who could 
take this outside point of view. They are sensitive to the criticisms 
that have been made. 

You have the members of the Board here, but the criticisms don’t 
mount large statistically. As [ say, that doesn’t mean we ought to 
disregard the criticisms, but I don’t think we ought to cast aside 
something which for reasons I will give is needed merely because there 
have been some eases which, perhaps because of our failing in defense, 
or perhaps because of the Board’s human failing, or perhaps because 
of the failing of the contractor, it seems to have produced results 
which you and [ wouldn’t like. 

Mr. Mason. Crank letters are nothing new to Congressmen, I 
assure you. 

That is all, Mr. Chairman. 

The CuarrMan. Let us proceed to your statement. 

Mr. Decuert. It is my privilege, as I said a minute ago, to appear 
before you to present the Department of Defense views and recom- 
mendations on the extension of the Renegotiation Act of 1951 beyond 
its current expiration date of June 30, 1959. 

The views and recommendations of the Department of Defense and 
the views of the administration on the need for a further extension 
were contained in the letter of the Secretary of Defense to the Con- 
gress, dated March 26, 1959, which recommended that the act, with 
certain amendments, be extended until September 30, 1961, but in 
order to give the full period of 1961 to Congress for consideration, in 
case there might be other matters that seem to have precedence, we 
have suggested that instead of expiring on June 30, 1961, it ought to 
run until September 30, which would give 30 days after the probable 
final date of the session of Congress that vear. 

A draft of the proposed legislation to accomplish this purpose was 
enclosed. As you know, the President earlier this year in his budget 
message recommended that the act be extended. 

In his letter the Secretary pointed out that defense expenditures 
are expected to continue their present high-rate for the foreseeable 
future. 

For fiscal year 1960 the present estimate is approximately $41 
billion, not including military aid to countries overseas. This 
compares with $19.8 billion for fiscal year 1951 and $39 billion for 
fiscal year 1952. Over one-half of such expenditures represents 
contracts for goods and services which would be subject to the pro- 
visions of the act. 

It is estimated that approximately $14.6 billion, or 36 percent of 
the total defense expenditure of $41 billion, will be for what is cate- 
gorized as major procurement and production, such as the procure- 
ment of aircraft, missiles, ships, weapons, and vehicles. An addi- 
tional $2.6 billion is estimated for the research and development area. 

It is the opinion of the Department of Defense that in procurement 
programs of this magnitude, the pricing policies and contracting 
techniques of the procuring activities cannot guarantee in all cases 
against excessive profits and that the Renegotiation Act, which is 
designed to recapture excessive profits on defense business, is necessary. 

Last year the Department of Defense recommended that the act 
be extended for 2 years beyond December 31, 1959. However, it 
was felt by the Congress, as evidenced by the report of this committee 
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in recommending favorably H.R. 11749, that the extension should be 
limited to a period of 6 months in order for it 10 undertake a review 
of the entire subject of renegotiation early in this Congress. 

That review has been carried on in some part wnder the leadership 
of Mr. Stam, with whom we have met in conjunction with various 
representatives of industry groups and we ourselves have carried on 
such a review in the Department of Defense. _ 

Congress, as you know, extended the act until June 30 of this year, 
30 it hasn’t much time still to run. 

Upon adjournment last year, we commenced our own review and 
we held the discussions which I have described. As a result of this 
review, it is the conclusion of the Department that the act should be 
extended until September 30, 1961, subject to certain amendments 
recommended by the Secretary of Defense in his submission of draft 
legislation to the Congress on March 26,1959. 

In speaking of these proposed amendments, in addition to the 
amendment of section 102(e)(1) to provide the extension, we recom- 
mend that section 103(e) of the act be amended to add an additional 
statutory factor to those now provided in that section to be considered 
in determining excessive profits. 

The provisions of section 103(e) now require that favorable recogni- 
tion be given to the efficiency of a contractor or subcontractor and 
that there be taken into consideration the reasonableness of costs and 
profits of the contractor or subcontractor, his net worth, the extent 
of his contribution to the defense effort, the character of his business, 
and such other factors the consideration of which the public interest 
and fair and equitable dealing may require. 

The additional statutory factor which is recommended would 
require consideration of the types and provisions of contracts and sub- 
contracts subject to renegotiation, with particular regard to their 
pricing provisions and the objectives sought to be achieved by such 
pricing provisions. This is a particular recognition of the considera- 
tions suggested last year, requiring more specific treatment of contracts 
having incentive features in them. 

This incentive type contract is one that we desire to be used more 
greatly than it now is, and to the greatest extent possible, and we 
recognize the need of seeing to it that incentive profits are not coldly 
taken away in the renegotiation process. 

Last year one of the witnesses from industry pointed out that in 
his particular case in one particular year, it happened that the total 
of incentive profits he had earned equalled the amount of his renego- 
tiation refund required, and from that he suggested the conclusion 
that all the Board did was automatically strike out incentive profits. 

The record in this ease, and it is now before the tax court, will make 
perfectly clear that that was a false conclusion to be drawn and we 
know from our contacts with renegotiation that this is not a fair con- 
clusion in any case, but, on the other hand, it is important not only 
that the results be fair, but they be considered to be fair by the con- 
tractors. Therefore, we have suggested that there be added to these 
statutory factors which must be considered and must be dealt with in 
a statement that | will describe in a minute, this consideration of the 
type of contract involved and of the purposes to be served by that 
tvpe of contract. 
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In the hearings last year before this committee on H.R. 11749, the 
charge was made that the Renegotiation Board was ignoring the pric- 
ing provisions of defense contracts, particularly of the incentive type 
contracts which provide for a sharing between the Government and a 
contractor of cost savings realized during the performance of a con- 
tract. It was stated that the Board, in the renegotiation process, 
took such profits away from the contractor. 

It was the position of the Renegotiation Board and the Department 
of Defense that where, through the efficiency of a contractor or sub- 
contractor cost savings were realized under such contracts or subcon- 
tracts, profits resulting therefrom should be favorably recognized and 
were in fact being so recognized by the Board. 

However, it appears desirable to give statutory recognition of this 
situation and, accordingly, section 2(a) of the draft legislation sub- 
mitted by the Secretary of Defense would so provide. 

Turning to another point, section 2(b) of the DOD draft legislation 
would also amend the act to set forth as a statutory requirement that 
the Board in any statement furnished to a contractor or subcontractor 
in connection with an order issued pursuant to section 105(a) of the 
act shall indicate separately its consideration of and the recognition 
given to, the efficiency of the contractor or subcontractor and of each 
of the other statutory factors set forth in section 103(e). Among 
these factors to which the statement would have to refer would be 
the one which this Department recommends be added to that section. 

I again point out that we are dealing with the orders issued by the 
Board, with no agreement being entered, which are only 0.3 percent 
of the total of 4,500 annual filings, but this is intended to deal with 
those where there is a strong feeling of dissent by the contractor to 
the point that he says, ‘““You go ahead and issue an order and we will 
see what we will do next.” 

So this gives him that opportunity to see what is done. 

We also recommend that section 108 of the act be amended to pro- 
vide the right of appeal from the decisions of the Tax Court in renego- 
tiation cases to the U.S. Courts of Appeal_in the same manner as is 
now provided in subsections (a) and (c) of section 7482 of the Internal 
Revenue Code of 1954. 

Under the present act, the decision of the Tax Court is now final 
on the amount of excessive profits. Appeals may be taken from its 
decisions on constitutional or jurisdictional grounds only. The 
amendment would permit a contractor or subcontractor to obtain 
o a U.S. Court of Appeals a review of the determination of the Tax 

urt. 

This amendment is similar to that contained in Mr. King’s bill 
in the last Congress which amendment we then supported. This is 
in the form in which it passed the House. 

The amendment, as you will remember, was stricken out by the 
Senate because of insufficient time to consider its provisions. 

Turning from our own bill, I understand that the committee would 
like me to discuss H.R. 5123, a bill introduced by Congressman King 
on March 2, 1959, which, with certain amendments, would extend 
the Renegotiation Act until June 30, 1961. A detailed report on this 
bill was submitted to the committee by the Department of Defense 
on April 20, 1959. 
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Of particular concern to the Department of Defense is that portion 
of section 2 of the bill which would provide a special rule under 
which certain profits would be exempt from renegotiation. 

This bill sets up an area of amount aggregated under all the defense 
contracts that a concern has which would be an inviolate amount 
below which the Board could not go. 

Under this provision, no portion of the profits received or accrued 
under defense contracts or subcontracts in any fiscal year would be 
determined excessive to the extent that the aggregate of such profits 
did not exceed by more than 10 percent the aggregate of the agreed 
profits allocable to the fiscal year. The reason why there should be 
added an additional figure of 10 percent to the agreed profits and get 
a still greater figure isn’t clear. 

In the case of cost-plus-fixed-fee and cost-plus-incentive-fee con- 
tracts and subcontracts, the term ‘agreed profits” is defined in the 
bill to be an amount calculated by multiplying the costs paid or 
incurred in the fiscal year with respect to such contracts or subcon- 
tracts by the agreed rate of profit or by the agreed rate of target 
profit, as the case may be, as established in the contracts themselves. 

In the case of fixed-price incentive contracts and subcontracts, the 
term ‘agreed profits” is defined to mean the firm target profit and in 
the case of all other contracts and subcontracts, the term is defined 
as the “amount specified therein or which is otherwise ascertainable, 
but only to the extent that such amount does not exceed 12 percent 
of the contract price.” 

In negotiating cost-plus-fixed-fee, cost-plus-incentive-fee and fixed 
price incentive contracts and fixed price contracts where a profit 
amount is negotiated, the costs in these types of contracts are an 
advanced estimate. 

As stated in our report on the bill, the fundamental defect of the 
special rule is that it assumes that the profit amounts agreed upon are 
based on cost estimates which are always accurate. Of course, it 
isn’t true that cost estimates made in advance in the great range of 
things which we are procuring are always accurate. Such estimates 
must include forecasts of future costs as well as review of past cost 
experience. 

It may subsequently develop that such costs were overestimated 
at the time the profit amounts were fixed or that the contingencies 
upon which the estimates were based did not occur. For reasons 
totally unrelated to a contractor or subcontractor’s efficiency, costs 
of performance may be considerably reduced. Some other contractor 
may make a discovery of materials in process which enables this con- 
tractor, by taking advantage of that discovery, to reduce his costs. 
Some outside consideration such as a sudden decrease in certain types 
of raw material entirely outside the control of or experience of this 
contractor may result in this. 

As a result, profit amounts based upon the preliminary estimate 
of cost may result in excessive profit returns to the contractor or sub- 
contractor. To the extent that renegotiation eliminates such exces- 
sive profits, it may be said to adjust the prices of the contractor or 
subcontractor to a level that is fair and proper in relation to the facts 
and circumstances surrounding the procurement, looked at as a single 
overall total. 
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This special rule of setting up an inviolate filing has other un- 
desirable aspects to which I shall call attention. 

This term ‘“‘agreed profits” as applied under paragraph (a) to cost- 
plus-fixed-fee and cost-plus-incentive-fee contracts and subcontracts 
could result in there being exempted from renegotiation profits 
higher than orignally contemplated by the contracting parties. 
This would be the case where actual costs under a contract exceeded 
the amount estimated to be the cost when the contract originally 
was made. 

The result may go in an opposite direction and costs might run up, 
perhaps through no fault of the contractor, perhaps because he was 
partly to blame for doing so, but the point is that the costs might 
exceed those originally contemplated when the negotiation of profit 
took place. 

If, as set forth under this bill, the contractor was to be allowed to 
include in this inviolate figure of profits to be earned in his total 
business a profit amount which was based on a rate agreed upon, 
multiplied by these actual costs exceeding the original estimate, this 
would result in a cost-plus-a-percentage-of-cost system of contracting 
which is expressly prohibited by section 2306(a) of Title 10, United 
States Code, and in fact he would be getting a profit greater than 
originally contemplated merely because the costs ran up. 

Under another paragraph of this special rule that is suggested, that 
is, paragraph (ec), the term “agreed profits” as set forth in the bill, 
would apply to all contracts and subcontracts other than cost-plus- 
fixed-fee, cost-plus-incentive-fee and fixed-price-incentive contracts 
and subcontracts, but would apply only to the extent that the amount 
here defined as “agreed profits” is specified, or is otherwise ascertain- 
able presumably from the negotiating history. 

There is also a limitation that it should not exceed 12 percent of 
the contract price. Under this concept a profit designated as such 
by the contracting parties would be exempt from renegotiation to the 
extent that it did not exceed 12 percent of the contract price. While 
the Department would be authorized to adopt rules to identify the 
profits agreed upon by the parties, it is believed that such a provision, 
particularly in the subcontract area, would be exceedingly difficult to 
administer and control to prevent abuse. 

We cannot police all the subcontracts sufficiently to be sure that 
any such agreement as this entered into to establish supposed profits 
was actually a fair amount as designated in advance. 

Furthermore, such a provision in effect would apply a flat statutory 
exemption across the board to different segments of industry where 
the same volume of sales may involve difierent amounts of capital, 
skill and work of the contractor and where Government facilities and 
financing may or may not be involved. 

It doesn’t seem to us to be desirable to establish a flat statutory 
exemption of this kind under these varied circumstances. 

For these reasons the Department of Defense is opposed to the 
proposed special rule. The report of the Department of Defense on 
H.R. 5123, which I referred to above, and which was filed on April 
20, 1959, also discusses other provisions of the bill. While I would 
be happy to discuss these other provisions now if the committee 
desires, I think that our report adequately presents the views of the 
Department on these other matters. 
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Turning now to a completely different phase, I note that certain 
-other bills have been introduced recently to amend the Renegotiation 
Act. The House bills numbered from 6382 through 6387 are identical 
bills introduced by certain members of the House Select Committee 
on Small Business. Congressman Multer of that committee also 
introduced H.R. 6374. 

Mr. Curtis. What report were you referring to? 

Mr. Decuert. This is a report dated April 29, 1959, on the King 
bill. It is a mimeographed report of six pages. We have some more 
copies if you, Mr. Chairman, or others would like to have them. 

At the request of this committee, a detailed report of the Depart- 
ment of Defense on these bills is being prepared and will be furnished 
to the committee prior to the termination of these hearings. We 
hope to have it here before the luncheon adjournment. It is in 
the process of being mimeographed. 

However, I would like to discuss briefly certain of their provisions. 

H.R. 6382, which is one of several identical bills, would provide 
that for fiscal years ending after June 30, 1959, the present minimum 
statutory floor of one million dollars now provided in section 105(f) 
of the act would become $5 million. 

It would further provide that, in computing this floor, there would 
be excluded amounts received or accrued from certain types of con- 
tracts. In other words, taking the total business of the concern, 
you first exclude the things I am going to speak or now and then 
to the balance, you apply $5 million to see whether the contract is to 
to be renegotiated. 

The two types of contracts that would be excluded under the iden- 
tical bills are any fixed price or incentive-type contract or subcontract 
if such contract or subcontract, by its terms, is subject to price re- 
determination or price revision; and any contract or subcontract 
awarded at a fixed price to the lowest acceptable bidder as a result of 
competitive bidding in which three or more responsive and competitive 
bidders have taken part. 

I call attention in this second type to the fact that the word used 
is “responsive,” although Congressman Multer’s bill, as I will indicate 
in a minute, speaks of responsible bidders. I take it that the use of 
the two different terms was deliberate and that in the identical bills 
it was intended that the bids, in order to be considered for exemption 
altogether before you applied the $5 million figure, should be from 
persons who in bidding were responsive to the terms called for, as 
well as competitive. 

As I say, Congressman Multer’s bill speaks of responsible and 
competitive bidding. 

It is possible that the word “competitive” would necessarily include 
“responsive,” but I do not know whether those who introduced the 
identical bills had in mind as the definition of the word “responsive” 
what I have suggested or not. 

The Department of Defense is opposed to this provision in these 
identical bills. The purpose of the provision as stated by Congress- 
man McCulloch in his explanation of the bill, is to remove the ap- 
plicability of the Renegotiation Act to small business concerns. 

While we recognize and support the policy of seeking to assure small 
business concerns an equitable opportunity to compete in defense 
procurement and to obtain a fair share of such procurement, we see 
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no reason why small business should be exempt from renegotiation 
when the defense business of any concern exceeds $1 million in a 
fiscal year. 

The purpose of the Renegotiation Act is to eliminate excessive 
profits from defense contracts and subcontracts. Profits otherwise 
excessive do not cease to be excessive merely because they are ob- 
tained by small business concerns which fall under the definition of 
small business concerns for other considerations. When they have 
a million dollars of defense business, it is our opinion that they reach 
an area that must be considered. 

Furthermore, in exempting receipts and accruals from certain types 
of contracts and subcontracts in computing the proposed new $5 
million floor, it is believed that such a provision would work equally 
in favor of large as well as small business and would result in the 
exclusion from renegotiation of considerable amounts of the defense 
procurement dollar, regardless of whether it was received by a small 
or large business. 

In fiscal year 1958, prime contracts of this nature over ten thousand 
dollars in value made by the Department of Defense totaled $7.2 
billion, or approximately one-third of the defense procurement dollar. 
Firm fixed price contracts over $10,000 which were not subject to 
price revision totaled $6.1 billion, or an additional 28 percent of the 
defense procurement dollar. 

With respect to contracts or subcontracts which have been the 
subject of competitive bidding where an award has been made to a 
low bidder among three or more responsive competitive bidders, it 
is the position of the Department of Defense that such competition 
in the area of military items, as distinguished from standard commer- 
cial articles, does not guarantee against excessive profits. 

Prices for such items are not controlled by competitive forces of 
the commercial market as in the case of standard commercial articles 
which are sold elsewhere than in the Department of Defense largely, 
and the cost estimates upon which bids are based are not necessarily 
accurate in view of subsequent developments such as increased pro- 
duction and various types of changes in the state of industry which 
may come about in these new and extraordinary fields. 

In the case of standard commercial articles, receipts and accruals 
from the sale of such articles are now exempt under section 106(e) 
of the act. 

With respect to military items, it is believed that the Renegotiation 
Act should continue to apply, subject only to the million dollar 
minimum which is now in existence. 

Turning now to Congressman Multer’s bill, which is somewhat 
different from the identical bills introduced by the other members 
of the Small Business Committee, we find that he also would raise 
the minimum floor from $1 million to $5 million, to which we are 
opposed, as I have indicated above. 

The $5 million figure does not in our judgment represent an appro- 
priate way of narrowing the field of those who should be subject to 
renegotiation. However, Congressman Multer’s bill does provide 
that in computing the floor there would be excluded amounts received 
or accrued from any subcontract awarded to the lowest acceptable 
bidder as a result of competitive bidding ‘in which three or more 
responsible and competitive bidders have taken part,’ and he adds 
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the further proviso that the subcontractor is not owned, controlled 
or affiliated with the contractor. 

He also suggests that there would be eliminated from renegotiation 
all bona fide subcontracts awarded by competitive bidding to a sub- 
contractor who is not owned, controlled or affiliated with the contractor 
up to an amount of $1 million. 

The need for exempting from renegotiation subcontracts of $1 
million or less which are subject to competitive bidding in view of the 
exemption of such 3ubcontracts from the minimum floor as otherwise 
provided in the bill is not clear. 

However, for the reasons stated above, it is believed that such 
subcontracts should not be exempt either in computing the floor or 
as a straight exemption unless now exempted under the provisions 
of the standard commercial article exemption now provided in section 
106(e) of the act. 

This concludes my statement, Mr. Chairman. 

I want to say, before I answer questions, that I think none of us 
contemplates that renegotiation will be a permanent part of American 
life or American business. It has been something which came into 
being because of the haze and uncertainties which existed in con- 
tracting when it was first adopted. 

We have, of course, today a different kind of situation. We don’t 
have the haste that existed when the Korean war broke upon us, 
but we do have a situation of this extraordinary cold war where our 
defense costs have gone up to figures that seem fantastic, where the 
defense costs include not only extraordinary types of things for 
which there is no real experience basis, but they also include new 
types of procurement carried out by more or less stated types of 
business. Drugs | think of, for instance. 

I have before me now a matter relating to a drug contract which 
is a new and different kind of field than this particular concern had 
entered into before, so that this concept of inability to have sufficient 
experience to enable the contracting officer in advance to be sure is 
something which exists today because of the extraordinary nature of 
our procurement across the board and the extraordinary sizes of our 
total procurement, and we see no prospect of changing that in the 
next 2 vears. 

Costs are going to keep high. The procurement is going to be a 
changing type of procurement and the pressures are going to be upon 
us. We do not see that individual renegotiation of contracts offers 
the answer to the problem. 

We do try, as you know, through our contracting officers in many 
of our contracts, to have a second look at costs. They are estimated 
in advance of the start of work and somewhere along the way there 
is a reexamination of the target figure, but this is nowhere near 100 
percent along the way, and we find, whether because greater effort 
is put into it by the contractor when the deal is definitely set or whether 
it is because of some completely external matter such as the change 
in cost of raw materials, or a discovery of the contractor himself, or 
one of his competitors, the costs do change very greatly. 

This means that even our most skilled contracting officers cannot 
at the price redetermination period meet the needs which we find, 
and our feeling is that this final look by an outside board when we 
are spending such an enormous amount of the tax dollar of the country 
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for the defense of the country o tes as a means of assuring the 
public that a completely external group outside of the Department 
of Defense, which only looks at the situation which it finds then and 
which is not concerned with the question of internal management, is 
one which operates as a guarantee to the people of the country that 
there is a real check being made and a real limitation to the possibility 
of windfalls which ought not to be held. 

As I say, I am very glad to try to answer within the limit of my 
abilities all questions that may be put to me. I have other skilled 
people with me who can deal with things that are beyond my capacity. 

The Cnarrman. Mr. Dechert, we thank you, sir, for your statement 
representing the views of the Department of Defense and the admin- 
istration. 

Mr. King will inquire. 

Mr. Kine. Thank you. Mr. Dechert, your comments on the agreed 
profit concept in section 2 of H.R. 5123 appear, in my opinion, to 
miss a point. You emphasize the point that costs cannot be accurately 
predicted. This is true in those areas where there are large cost 
uncertainties. The department, however, still can use variable 
price contracts, cost plus, and incentive fee, and so forth. 

My bill argues that we should be able to specify a profit principle, 
not an amount. Leaving flexibility for the amount of profit should 
not the contractor be entitled to an assurance that the Government 
will follow some ground rules, some principles, in any final readjust- 
ment of profit? 

Mr. Decuerr. Mr. King, let me answer that first by saying that 
I think the concept in this agreed profit definition is a most interesting 
one in order to attempt to give assurance to contractors that they 
will not be unfairly treated. 

We studied it very carefully because we know it would be helpfu! 
if such positive assurance can be given, but we came to the conclusion 
that, to establish an inviolate figure, the aggregate amount that in 
advance seemed fair that a particular concern would get by way of 
profit was not really fair to the taxpayer. 

Let us suppose the first two or three contracts were cost reimburse- 
ment contracts and that in one case, the cost is doubled over the 
original estimate and in the doubling it was apparent that this was in 
part due to failure on the part of the contractor to handle the business 
properly, the final result was attained: the Government paid the bill, 
though it was twice as much as was estimated and perhaps had in it a 
lot of costs that should not have been there. Actually, this particular 
contractor did not make the amount of money that it was expected 
he would make. He made something less than that. 

Your bill would say that the difference between what he made 
and what it was originally expected he would make should be a figure 
which he could make out of some other contract in addition to the 
amount decided on as fair under that contract. 

Under the facts I have suggested, this contractor probably did not 
have any right to any more than he made because he let the thing 
get out of hand and did not do a good job. Having done a bad job, 
having gotten less than he thought he was going to get, why shoul: 
he be rewarded by being able to make up the difference under some 
other contract? 

That is our trouble with the concept of establishing an inviolate 
amount of profits. 
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Mr. Kine. Mr. Dechert, you have given us some interesting 
statistics this morning. 

How many of these bad jobs you mentioned could be attributable 
to the Department or the procurement agency in the Department 
of Defense? I am just thinking now of a few minor little matters 
during the war when many Members of the House had to introduce 
legislation in order to get compensation even below what costs were 
because they were constantly faced with changes in specifications 
and all sorts of other difficulties. 

Mr. Decuerr. I thoroughly agree that there might be cases and 
probably have been cases where the falldown of an efficient manage- 
ment of the contract was due to flaws within the procurement agencies. 
The procurement agencies operate through humans under supervi- 
sion. We do the best job we can, but in the vast numbers that we 
have some will turn wrong and it may well be that in a particular 
instance there was no fault of the contractor, the fault lay somewhere 
else. This fact is taken into consideration in the renegotiation. 

Mr. Coggeshall is here and he can tell you that. 

I do not want to suggest that there are a vast number or vast 
percent of contracts which would fall under the example which 
gave you, sir. There are some and, because there are some, we feel 
that this concept of establishing an inviolate amount of profit, the 
profits in each case having been calculated before any work whatso- 
ever was done, an inviolate amount of profit that the fellow could 
make out of some other contract, even if he did not make it out of 
this one, is a concept which is not the answer to the problems which 
you and I are trying to solve. 

Mr. Krna. Outside of Government, if a concern was dealing with a 
contractor and through no fault of the contractor he lost on the job, 
it would not be an unusual practice, to give him a little better break 
on the next job. 

Mr. Decuerr. Not at all, that is right. Here this is taken into 
consideration, 

The Board will tell you that they do take into consideration that if 
a fellow lost on one contract or did not make as much as he ought to 
have made under one contract, having done a good job they do take 
that into consideration when they look at the overall view. 

It is true, as you say, sir, that no specific ground rules have been 
laid for the operations of the Board. 

This is one of the judgment factors that one has to deal with and, 
when you try to lay down too many specific ground rules for judgment 
of an operation, you tend so to hamper the judgment that you prevent 
its operating fairly in a lot of cases, so that my own view is that leaving 
this to the judgment of men carefully selected whose operations in- 
clude this kind of scrutiny, by and large works better than if you try 
to straitjacket them by many specifie ground rules and get nowhere. 

We know the kind of difficulties one gets into when legislation is 
too specific in areas where the final decision is really an exercise of 
judgment of fairness. 

Mr. Kine. Yet you do not deny, Mr. Dechert, that where great 
authority rests in men there should be given considerable considera- 
tion to a good set of ground rules. As you mentioned a moment ago, 
humans being what they are, it is best to lay out some pattern and 
courses of what they do in this or that difficulty. 
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Mr. Decuerr. That is right. Most of our consideration both 


within our own department and with the various branches of industry, 
which we have met with independently and met with in Mr. Stam’s 


group, have been in an effort to establish ground rules which will 


give more guarantees to the contractors that they are being fairly 


treated. At the same time it preserves the element of being able to 
protect the taxpayers. 


Mr. Kine. There is not a feeling, then, that the ground rules as 
they are now are just inviolable and there should not be more? 

Mr. DecuErrt. Postively not. No, sir, we have suggested two more 
ground rules. We have discussed a dozen or maybe 20 different 
possibilities, 

We have discussed the possibility of drawing this whole operation 
back into the Department of Defense, into the several services. 

They feel they are not ready to do this. 

We have to consider further as time goes along whether we need 
to do this. This operation I have described is rather like the opera- 
tion that the taxapyer or the lawyer representing the taxpayer faces 
when he sits across the table with the internal revenue agent. The 
internal revenue agent is suggesting an increase in the taxpayer’s 
amount above that which was shown in the original return. 

This may be an income tax matter or it may be an estate tax matter. 
This is really a negotiation across the board. 

You are sitting here and the Government man is sitting there, and 
you each have a lot of information and you spread it out before the 
other and you go back and forth. You may have reasonably specific 
ground rules in the income tax statute or you may be dealing with the 
question of the fair value for estate tax purposes of a stock of a closely 
held corporation which had a book value of $200, but had been losing 
its shirt for the last 5 vears. 

These are things you have to negotiate back and forth. No set 
of ground rules can enable you to be sure you have the right figure 
in each case for the value of that stock when the man died. If you 
come to final disagreement, then you start over before the court, 
but the negotiating process is a process that enables business to get 
ahead and is the one through which most tax disputes are settled. 

So also in this case. The negotiating process involves people who 
have studied the record, who are skilled negotiators, who are doing 
their best for the Government but at the same time their best to pre- 
serve their records for fairness because this is where their record stands. 
This is an operation which has in the vast majority of cases produced 
results that are satisfactory. 

Your bill did not suggest it, but various other people suggested, 
sir, that the whole setup ought to be changed, and that the Board 
ought to be made a court and ought to have adversary proceedings 
in every case and a record made and trial lawyers, and so on. 

In my judgment, this would not help because you are just moving 
the trial back from the Tax Court to the new renegotiation court. 
You still have to have the negotiators because we would never get 
any business done if we did not have this business of negotiating 
across the table. 

We had one gentleman who appeared before Mr. Stam’s group 
who was suggesting this kind of moving back but he recognized and 
he agreed that the people negotiating with the renegotiation board, 
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when they come to & full fledged negotiation, very rarely fail to 
understand why the Renegotiation Board is suggesting the figures 
they are suggesting, 

This is pretty well known, the reasons for the whole figures, just 
as it is well known when you sit across from the tax negotiator. 

Mr. Kina. I do not know whether it was wise for you to include 
an analogy between the Renegotiation Board and the revenue agent. 
Just from the mail I get, a revenue agent is rarely correct, and they 
do sometimes work on the basis, “We will frighten the taxpayer and 
he will come around rather than have a prolonged difficulty with us,” 

I have been thinking a fittle bit about this bill, but I had not 
arrived at that analogy. ; 

Mr. Decuert, If you will let me, | would like to speak in defense 
of the revenue agent. 

Mr. Kina, He has many defenders. We are all his defenders. 

Mr. Decuerr. I practiced law for a good many years and I find 
them by and large honest and honorable and fair in their dealings 
across the table on these situations. 

Mr. Kina. However, it is not good for them to have an issue with 
the taxpayer and not win. 

Mr. Decuert. I have not found that to be the experience. 

Mr. Krna. I think that is sort of a ground rule. 

Mr. Decuert. No, sir, I have not found that. 

Mr. Kina. Perhaps you have not dealt with them. 

Mr. Decuurt. Yes, sir. I was the first man to teach taxation in 
a major law school in America beginning in 1926. 

Mr. Kina. Have you been before them in a tax matter? 

Mr. Decuert. Yes, sir, 1 have myself personally and representing 
many clients. 

Mr. Kinc. Were they right or wrong, in your case? 

Mr. Decuert. Sometimes right and sometimes wrong. I paid 
extra in my case. 

Mr. Kina. There is one other thing, Mr. Dechert, which you have 
prompted me to think of. Renegotiation has been going on a long 
time and I think I understood you to say that there had td efforts 
and some thinking with respect to incorporating within the procure- 
ment agencies within Defense their own operation or board or section. 

Mr. Decuerr. Yes, sir. 

Mr. Kine. What progress has been made? 

Mr. Decuert. If you will remember, sir, this was the original 
setup and it went to a board outside only because of a feeling that it 
ought to be an outside look. 

As I say, there are some in the Department of Defense who have 
suggested that we ought to pull it back. This was not deemed de- 
sirable at this time for several reasons. One was that the overall 
view was not reached, that it was an appropriate thing to do. This 
will be further studied. 

The second one was that it was realized that the services are not 
yet in a position to do this. This would require the establishment 
of judgment renegotiators within the three services. 

You also have the factor that you would then have to make ground 
rules in much more detail than you now have to be sure that the 
judgment operations in the three services were on a commensurate 

asis. You would have to study much more deeply what the ground 
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rules would be and, as I have indicated, though I believe there should 
be ground rules, if you get your ground rules too detailed, you are 
destroying the benefit of judgment operations. You would make 
impossible what the Board now does sometimes, in considering a 
failure to make a decent profit when they did a good job on one con- 
tract, and taking that into consideration under another one. 

Mr. Kine. Mr. Dechert, I have several questions that get into the 
bill and its provisions. 

I understand that the fee paid a contractor for performing a cost 
plus a fixed fee contract is calculated by applying an agreed profit 
rate to the agreed estimated cost, is that correct? 

Mr. Decuert. Yes, sir. 

Mr. Kine. I also understand that the profit most generally used 
in calculating the fee is approximately 6 percent. 

Mr. Decuert. I think it varies. I think that would be a fair 
average, ves. It varies in type of procurement, as you know. 

Mr. Kine. Do you consider that this is a fair rate of return for 
performing cost plus fixed fee contracts? 

Mr. Decuert. I do not think I am the person to judge, but I 
will say that, since that has been the average rate, those charged with 
the responsibility appear to have deemed it to be a fair rate, yes, sir. 

Mr. Roos. It has not been seriously disputed? 

Mr. Decuert. No, but it varies across the board with the different 
types of procurement very greatly. 

Mr. Kina. Of course, I note that in speaking of the fee in your 
report on my bill you said, ‘“This profit amount in turn is designed to 
provide an allowance to a contractor for a return on capital em- 
ployed, a return for the risks incurred, and the return for the manage- 
ment services that will be required.” 

I presume, therefore, that these factors are taken into account in 
setting the rate of the fee. 

Mr. Decuert. That is right, sir. 

Mr. Kina. I understand that your procurement regulations re- 
quire certain other factors to be taken into account when the fee is 
negotiated. Among these are such factors as the record of efficiency 
and economy of the contractor, the quality of the product, the reason- 
ableness and reliability of past prices and estimates, the extent of 
Government-furnished facilities and Government financing, the cur- 
rent and anticipated volume of business, the relative complexity of 
the product, the amount and quality of subcontracting. 

I assume that your contracting officials comply with their own 
regulations and take these factors into account when negotiating the 
fee to be paid under a cost-plus-fixed-fee contract? 

Mr. Decuert. Yes, sir. 

Mr. Kina. I believe the factors that I have enumerated together 
with those set out in your report on my bill are fundamentally the 
same as those used by the Renegotiation Board to determine whether 
a contractor has earned excessive profits? 

Mr. Decuert. I think that is right, sir, except that the Renegotia- 
tion Board has the advantage of knowing the experience under the 
particular contract which is being discussed, whereas the contracting 
officer is only looking ahead of him. 

Mr. Kina. If, for example, the estimated cost of a cost-plus-fixed- 
fee contract is a million dollars and the fee is $60,000, would you as a 
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reasonable man say that the contractor had earned excessive profits 
if he were able to reduce the estimated costs by 5 percent and perform 
the contract for $950,000? 

Mr. Decuert. On the surface it would seem that the answer to 
that ought to be in the negative, but there are circumstances, where 
{ think any one would say the answer would be in the affirmative, 
if, as [ have suggested, the reduction in cost was due to the fact that 
the market on copper broke and this was something that required 
great procurement of copper, or if it was due to the fact that some- 
body else in this field had discovered a new labor saving device to do 
something, or the Government itself had discovered this and made 
this avilable to him, that would affect the situation. 

It might be that the product, while passable, was not really top- 
noteh, and that might come into consideration, so I do not think I 
can say “yes” universally. 

Mr. Kina. Of course, if these facilities and devices were furnished 
and were well known by the Government and the average contractor, 
the situation would be far different than if the contractor had devised 
and developed something within his own shop. 

Mr. Decuert. That is right. 

Mr. Kine. Would you agree that it would be a rare case where a 
contractor could earn excessive profits if the actual costs exceeded the 
estimated costs? 

Mr. Decuert. This being a cost-plus-fixed-fee situation? 

Mr. Kina. Yes. 

Mr. Decuerr. You ask whether it would be a rare case. It would 
not be a usual case. Just what small percentage you mean by rare I 
do not known. It is feasible, | mean it is possible that there would be 
excessive profits there. If the costs exceeded because of his own failure 
to keep close check on the operations, so that the costs went up very 
much above, it might well be that in that case the original profit that 
was intended was more than he ought to have because he did not 
really operate right. 

This is something that is looked back at. 

Mr. Kine. Mr. Dechert, and Mr. Chairman, I have three or four 
more questions that are rather lengthy and I do not like long ques- 
tions, but Mr. Dechert has been around here long enough to have 
convinced us that he gathers things quite well. Mr. Dechert, I 
would like to refer you to that part of section 2 of my bill which 
defines agreed profits. 

Do you have it? 

Mr. Decuert. Yes. 

Mr. Kine. With respect to cost-plus-fixed-fee contracts, page 4, 
lines 5 to 13, if this part of the definition was amended to provide 
that agreed profits under CPFF contracts could not exceed in the 
aggregate the lower of the total fees actually paid the contractor or 
the total amount ascertained by multiplying the rate of fees times the 
actual costs, your objections to this part of the definition would no 
longer be valid, would they? 

Mr. Decuert. One of the objections which we set forth in our 
report would not be valid because, as you have indicated, one of our 
objections was that as the bill was written, if the costs exceeded the 
target costs, the inviolate figure would run up to a figure much more 
than the agreed profits and, though the man would not get more than 
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the agreed profits out of this contract, he would be assured in some 
other contract of getting an extra bonus because as facts turned out 
the costs were much more than originally anticipated. This, we felt, 
as I have indicated, was not a fair thing. 

The proposal you just made would eliminate that particular 
unfairness, but it does not correct some of the other things that we 
are concerned about. 

Mr. Kina. I note from your report that you make no reference to 
the part of the special rules on page 4, lines 14 to 17, of the bill which 
defines agreed profits. 

Mr. Decuert. We did not specifically refer to that, but this is 
part of our total thinking that this establishes an inviolate amount of 
profits of which the portion to which you have just drawn attention is 
part, and we think the concept of establishing an inviolate amount 
which you could make under some other contract if you do not make it 
under this one is not desirable on the whole. 

Mr. Kine. I was assuming that you had no objection to including 
the target profit in the contracts and the term “agreed profits” for 
purposes of the special rule. 

Mr. Decuerr. We do not like the special rule for the reason I have 
indicated. If there were such a special rule, this would seem to be a 
fair concept. 

Mr. Ktna. I observe also from your report that you object to the 
definition of “agreed profits’ with respect to other types of contracts 
set out in lines 18 to 22 on page 4 of the bill. Your objections ap- 
parently were based largely on the ground that it would be difficult 
to administer and control abuses, particularly in the subcontract 
area. How would you feel about the fairness of the special rule if this 
part were eliminated, leaving the rule to apply only to cost-plus-fixed- 
fee and incentive contracts? 

Mr. Decuert. This is a two-part question. If I may, I will 
answer it in two parts. 

With respect to this point to which you have directed attention, 
this is a point that deals with a fixed-price contract and it could only 
come under your proposed special rule if in the contract there had 
been set out a provision that a certain part of the price was intended to 
be profit, except that probably the same result could be established if 
somewhere in the negotiating history you found that a certain portion 
was intended to be profit. 

Now, the negotiating history part leaves a very wide field to which 
we did not direct attention, a field that may create trouble, and we 
have had other objections to including it at all. 

Your question is, suppose that was stricken out altogether, would 
we be in favor of the special rule establishing an inviolate amount if 
it did not include anything for that type of contract, and my answer 
is no, we would not be in favor of it, for the reasons I have indicated. 
We do not think that the concept of establishing an inviolate amount 
of profits to be made somewhere when it is based merely on estimates 
of profits before contracts are entered into is a wise and proper thing 
to do under ‘today’s procurement situation. 

Mr. Kine. It is not an unheard of policy or rule outside the 
Defense Department, is it? 

Mr. Decuert. I cannot answer that, sir. The Defense Depart- 
ment procurement with its enormous amount is really a rule unto 
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itself and we are dealing here with taxpayers’ money. ‘True, we have 
to take into consideration such matters as assuring continuance of 
sources of supply, but I think there the executives of business corpora- 
tions do take into consideration and have the right to take into 
consideration factors with respect to those with whom they contract 
that we do not have the right to take into consideration. 

Mr.Kina. In other Government procurement fields, do they not 
have very complex and difficult seuldaias to deal with, regardless of 
the amounts? I believe that a good proportion of the members of 
Congress and citizens at large have become inured to many things 
that occur in the Defense Department that they would not stand for 
other than in that department. Aside from the amounts, I think that 
it is Just as difficult to exactly prophesy the cost of things whether or 
not it is millions or hundreds of thousands. Why would not this 
sort of operation, such as is conducted by the Renegotiation Board, 
be proper and suitable to all Government procurement? 

Mr. Decuert. I cannot speak, of course, with as much experience 
about procurement outside the Defense Department as I can within. 

You will remember that we asked and your committee thought 
well of the proposal to extend this to the National Aeronautics and 
Space Administration, but, to answer your question, while certain 
procurement outside of the Defense Department may approach on the 
average the complexities of our procurement, I think the average 
procurement outside the Defense Department would be vastly less 
complex, vastly less requiring this kind of a backward view. GSA, 
which procures vast amounts, by and large is dealing in procurements 
of standard articles or articles which are not new and complex and 
experimental in their nature, so that I think it is not true that across 
the board there is anything like the need of this as there is in the 
Department of Defense. 

Mr. Kina. I agree with that, Mr. Dechert, but they still are 
complex. 

Mr. Decuerr. Oh, yes; they are complex. 

Mr. Kina. Because we read of things that occur in the non- 
renegotiated government contracts quite Trsteusnily, and I was curious 
to know what your views would be. I am no expert in the field. 
The conversations I have had and the correspondence I have received 
express the feeling that there is something nebulous and out of com- 
prehension of the average citizen when you deal with military matters 
= defense procurement, not to mention the new one that is coming 
along. 

Mr. Decuerrt. It certainly is true that a vast amount of this vast 
sum is being spent for things that are major procurements of the 
kind where there is not enough experience. 

Mr. Kina. I am giving you the benefit of what I learned or gleaned 
as I go along, because, when once you are identified with a piece of 
legislation, particularly one like this, it is like taking on a major law 
case. Your colleagues speak to you and the citizens speak to you 
and you find yourself not only getting what many people feel are 
good items of advice, but you become a little confounded. In all the 
years that this has been going on, with the Defense Department 
presumed to have some of the finest brains—and if they have not, 
they have the wherewithal to acquire them—why cannot these prob- 


lems be handled as other governmental contracts are handled in spite 
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of the complexity. Complexities should not present insurmountable 
problems to our great Department of Defense since they deal in 
virtually nothing else. Just why, after all these years, has there noi 
been sufficient, good argument that the Board be done away with’ 
Why has not an honorable group of competent men within the 
Departments been able to find it feasible and possible to do their own 
job with just the General Accounting Office to be the so-called 
watchdog? 

Mr. Decuert. You are asking me to speculate, sir. I think the 
reasons why this cannot at this time be done wholly within the De- 
partment of Defense, in spite of the assets that the Department has, 
include these: This is administered through men and men cannot al! 
operate alike. They cannot all live forever and they cannot al! 
continue on the same job forever even, and therefore we have chang- 
ing personalities, changing concepts. They are administered through 
men who, by and large, look at things ahead of time and very strange 
things happen in the course of performance of contracts. 

I Save had some personal experience in dealing with contracting 
officers for clients where things which were so strange that you would 
not believe they had happened in the course of building a vast 
range of radio towers some years ago that were necessary to be built 
around the world. 

These things that happen are such that it is desirable to have a 
backward look, and it cannot wholly be done on a forward look, but 
I think also what I have suggested before has an important part here, 
and that is we are dealing with an enormous part of the Federal 
budget, an enormous part of the taxpayer’s dollar. What we need 
is not merely something that will operate right, but something that 
will give the taxpayer the feeling that there is an outside review. 

Now, I do not go for the suggestion that we are trying to cover up 
things in the Department of Defense all along. There are people who 
say that. I do not say that nobody ever tries to cover up, because in 
human nature there probably will be some of that, but, from my 
experience down here, the Department of Defense operates in a 
goldfish bowl right along. 

Nevertheless, I think it is a desirable thing from the point of view 
of the public that there should be an outside Board. We are con- 
stantly being subjected to criticism. Every day we will read in the 


paper what a bunch of bums we are, in effect. Whether we are or not, 
that will stick to some people who think that we are not very 
competent. 


Therefore, there is a desirable factor in having somebody outside us 
look at it simply from the public point of view. 

This would not be necessary if it were a big corporation dealing 
with its contractors, but it seems to me it is desirable in the goldfish 
bowl in which we do operate. 

Mr. Kina, Psychologically? 

Mr. Decuerrt. Yes, sir. 

Mr. Kine. Yet, Mr. Dechert, the Department of Defense in othe: 
matters, even dealing with items which to a human being are more 
important than are dealt with here, is very jealous that no one outside 
the department have a second look or even a first look at times. 

Mr. Decuert. Oh, J do not think that is so at all, sir. Everything 
we do is subject to review as to whether it is part of the Administration 
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policy. The General Accounting Office reviews everything we do. I 
could tell you more about that situation, but this is not the forum in 
which to do it, I take it. 

Mr. Kina. I read very often, Mr. Dechert, of ‘‘hassles” that are going 
on, with the press, with the veterans’ associations, and other entities 
that are constantly belaboring the fact that they are not able in some 
instances to even have their lawyer come to the Defense Department 
to take a look, first or second. 

Mr. Decuert. | take it this is not the forum to go into such com- 
plaints, but let me answer that briefly. There are types of informa- 
tion which the Congress has said we may not give out. There are 
other types of information which, in order to carry on our business, 
we may not give out. These include the individual health records or 
other records of individuals. They include examination questions. 
They include information about the financial strength of a potential 
contractor that he gives us under confidence. 

Some of the things that you speak of may fall under that category. 

A lawyer wrote me yesterday asking whether I could not take a 
look at the record of a particular man so that he could see whether he 
had a health problem because this man was involved in a lawsuit in 
a Western State, and we said, ‘‘We can’t give that to vou. You sub- 
pena us and, if it is proper, you will get it, but we can’t give it to you.” 

Lots of people want things that in all fairness they should not get. 

I could go on with the present hassles with the newspapers, and a 
distinguished Congressman who has a committee dealing with this 
subject or the GAO, but since you have invited me I will say that we 
had only declined up to a few days ago two reports to the GAO, and one 
to Congressman Lankford. You would have thought from the report 
that there were a vast number of them. We did decline the other 
day two more reports which are strictly war plan reports and I think 
we have convinced the GAO that they were wrong in asking for them, 
but this is what you read in the newspapers, because it is a favorite 
topic to say how badly we are doing our job. I say we have declined 
the reports. We did not decline the reports. The GAO in one case 
got the whole report. It did not realize it had the whole report. 

In the other case, it got all but the advisory recommendations to 
the Secretary of the Navy from his personal adviser as to how he 
ought to decide certain problems, and this we did not give them 
because we felt the man could not function if his right hand and left 
hand and so on had to publicize what they recommended at all points. 

Mr. Kina. Right or wrong, Mr. Dechert, it would not be unfair 
for me to state that throughout the years there have been difficulties, 
even within the Congress itself, which you claim gave Defense the 
right to hold out. 

Mr. Decuert. This began with George Washington’s adminis- 
tration. It has gone on ever since. The percentage is infinitesimal. 
We give hundreds of thousands of papers a vear to the Congress, 
millions of papers a year to the Congress and its arm, the GAO. 
They get up to 100 million papers a year but because 2 papers with 
respect to advice to the Secretary were declined we read all t lis in the 
newspapers and it exaggerates the situation. 

Mr. Kiva. Just a couple more questions, Mr. Dechert. You said 
you could go on with ths matter and I could, too, but it does not 

ear with the bill. Friends of mine are always anxious that I stay 
with my questions because | can go afield. 
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If a contractor is able to produce from the Department of Defense 
at costs which are less than those estimated to be fair, and thereby 
save money for the Government as well as earn more for himself, 
do you not think he should be allowed to keep at least a part of 
those saved earnings? 

Mr. Decuert. My answer is, in general, yes, and, as I have indi- 
cated, this is the type of contract that we want to use under which 
this would be done. The Renegotiation Board tells me, and I think 
it is correct, that there may be instances where in an individual case 
you would answer “no.’”’ The savings might not have been due at 
all to the operation of this contractor. They might have been due 
to some of the completely outside factors which I mentioned before, 
so that it does not seem to me that the mere fact that the cost was less 
than the anticipated necessarily proves that the contractor has done 
such a good job that profits end therefrom ought to be completely 
inviolate. However, it is because of the question which you have 
raised that we are suggesting in our bill that there be added this addi- 
tional factor to make sure that the Board gives full consideration to 
this and that it points out how it has considered it. 

Mr. Kina. I note from your report that you do not understand 
the reason for increasing the aggregate of “agreed profits’? by 10 
percent. 

At the bottom of page 2 of your report you state: 

The rationale of applying an additional 10 percent to the agreed profits is not 
clear. 

Since agreed profits are defined to be the minimum amounts which 
the parties contemplated when they made the contract, it seemed 
only fair to me to provide for the means whereby a contractor could 
keep something more than these minimums if he earned them. That 
is the rationale of the 10 percent additional. 

Do you not agree, or do you disagree with my reasons and the 
purpose? 

Mr. Decuert. This is a difficult field and it seemed to us that the 
10 percent figure was picked up out of the air and thrown in. The 
concept of your agreed profits, as we understood, was to say that 
where these contracting officers looked at things in advance and 
decided in advance that the profit ought to be X, Y, Z, you would 
add them all up and that he ought to be allowed to keep that much 
if he earned it anywhere along the line. 

That is an understandable concept for the reasons I have suggested. 

We do not think it is really workable, but we think it has much to 
be said for it, but then when you say, ‘Well, in addition to that we 
are going to say that he will have inviolate 5 or 10 or 20 or whatever 
percent,” we do not see that that has any relation to the concept of 
an inviolate profit due to advance consideration. ' 

You are just setting up a ground rule, and saying, ‘‘Look, Renegotia- 
tion Board, we tell you in addition to these inviolate profits you cannot 
take away profits below 10 percent more than that.” 

It may well be that these 4 or 24 or 2,400 contracts were not 
performed with such efficiency that they entitle him to anything 
more really, so we just do not see any reason for adding a bonus. 

Mr. Kina. This is my final question. Is it not true that there is 
the feeling of those interested in renegotiation on the Department 
side and the Board side that there should be rather strenuous opposi- 
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tion to legislative break through here in amending, or in the opinion 
of may persons, making more understandable and more agreeable, 
this renegotiation process? Some men have said that the administra- 
tors will never agree to changes unless they think up the reasons 
themselves and they sort of resent having amendatory suggestions 
made to them. If there are going to be any changes they should 
dream them up because they are in the shop where they know all 
the answers? 

Mr. Decuert. You are asking me to answer this question for 
both the Department of Defense and the Board? 

ye or ng You work very closely with the Board. You can answer 
for both. 

Mr. Decuert. Let me speak for the Department of Defense first. 

It is not true that we are against any amendments in the Department 
of Defense. Last year, as you know, sir, we agreed in the process of 
the congressional consideration of the matter to the appeal provision. 

Mr. Kine. Mr. Dechert, that was 15 years past due. I cannot 
understand how you ever opposed allowing a man to have his day in 
court for 2 years, let alone 15. 

Mr. Decuert. This was not my decision in previous years so that 
I will not attempt to debate it. 

There were some reasons but I will not attempt to day to debate 
it here, sir. I could later on. 

As you see, we have proposed, ourselves, some additional amend- 
ments. These came as a result of our considerations and we took it 
up with the Board as well as with a large number of contractors’ 
groups. We have not found the Board ademant against change. 
We have tried not to be adamant against change ourselves. We are 
certainly not opposed to future changes. 

In connection with other changes which are proposed we have 
indicated why we think they are not desirable. As you know, we 
have accepted some of your changes here in this bill. 

Mr. Kina. That is all. 

The Cuarrman. Mr. Dechert, Mr. Simpson will inquire. 

Mr. Stmpson. Mr. Dechert, in the current fiscal year, how many 
dollars of the Department of Defense expenditures will be subjected 
to renegotiation, approximately? 

Mr. Decuertr. Approximately half are in the field of military 
procurement. Of course not all that will be subjected to renegotia- 
tion because some of it will be firms that do less than a million dollars 
of business, but the figure I gave earlier was $24,196,000,000 for fiscal 
1958, and it is not very far from that today. 

Mr. Simpson. The answer is that $24 billion will be subjected to 
renegotiation, or $24 billion less the business under a million dollars? 

Mr. Decuert. $24 billion less the business under a million. 

Mr. Simpson. How much would that be, then, after you take off 
that? 

Mr. Decuert. I think it is around $20 billion. 

Mr. Stmpson. Subject to renegotiation? 

Mr. Decuert. That is right, sir. 

Mr. Simpson. Do you have any estimate as to how much money 
you will take in as a result of renegotiation? 

Mr. Decuert. I don’t deal with this, but the Board can tell me 
what it was last vear. 
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Last year it was $112 million direct, plus voluntary refunds and 
price reductions, $275 million, I think. 

This is Mr. Coggeshall, Chairman of the Board. 

Mr. Tuomas (Chairman, Renegotiation Board): 
can’t give you the exact figure, but I am drawing on my memory. 

Mr. Srmpson. You have just made a study of the subject. That is 
set forth. 

Mr. CoacesHatu. $112 million direct and $176 million voluntary 
refunds and price reductions disclosed in fiscal 1958. 

Mr. Simpson. And to secure the $112 million plus the $176 million, 
we renegotiate on $20 billion worth of contracts? 

Mr. CoacrsHatu. I should point out that the $20 billion has about 
$2 billion of profits. 

Mr. Decnerr. Mr. Simpson, before you came in I read statistics 
about the handling of the filings annually, that 70 percent are set 
aside and immediately eliminated, and that finally it comes down to 
the figure that only 5 percent of them require refunds and of this, 
4.7 percent of the total out of that 5 percent are settled by agreement, 
and the Board issues orders in only three-tenths of 1 percent of the 
total filings. Of that only one-tenth of 1 percent of the total filings 
go to the Tax Court. 

Mr. Simpson. Translating that into the answer to the questions 
I asked, it is that $288 million which the Government recovers as 
a result of the renegotiations? 

Mr. Decuert. That is right, sir. 

Mr. Stimpson. Out of the $20 billion which is renegotiated? 

Mr. Decuerr. Yes, but of course the $20 billion is the price and 
not the profit. The profit, as I understand, is somewhere around $2 
billion, so if you are relating your question as to how much profit 
is recovered, it is those figures out of $2 billion. 

Mr. Simpson. I am not doing that. I am asking with respect to 
how many of the dollars you spent in many instances measured by 
dollars is the contractor bothered with or concerned with the proba- 
bilities of renegotiation, and I would take that to be 20-odd billions 
of dollars worth. 

Mr. Decuert. Yes. 

Mr. Stupson. You have made your study and out of the study 
you have included in your statement here at ow two or more recom- 
mendations for legislation. The one on the matter of the courts I 
will let someone a take care of. I would like to ask, though, with 
respect to the one that we talked about last year at length, on the 
question of where the efficiencies of the contractor led to an increased 
earnings on behalf of the contractor. At that time, as I recall, and 
you suggest it here, we were told that that was the matter for con- 
sideration by the Board. 

Mr. CoGGESHALL. Yes, sir. 

Mr. Stmpson. Then you today come and say, now we want to give 
it statutory recognition. Do you mean that it was not a part of the 
law before? 

Mr. Decuerr. It was a part of the law in the requirements that 
all appropriate things be taken into consideration and it was a part 
of the regulations, but our feeling is that it ought to be put into the 
law specifically. 
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Mr. Srmpson. Is it going to be followed now differently than it 
was before when it was not a part of the law? Iam not enough of an 
expert on the past history of the Board. I am told the Board has been 
taking this into consideration fully in the last.year and perhaps even 
before that. This will guarantee that whoever is on the Board will 
take it into consideration. , 

Is there any certainty to the contractor that, if as a result of his 
efficiencies cost savings result, he will receive therefor additional 
money? 

Mr. Decuerr. I do not think it can be said there is absolute, 
positive certainty; no, because, as I have indicated before, the Board 
operates on judgment of human beings. © 

Mr. Stmpson. However, you put it in here for a purpose, do you 
not? 

Mr. Decuert. Yes. 

Mr. Simpson. Your statement is ‘‘Where, through the efficiency 
of a contractor or subcontractor cost savings were realized under 
such contracts or a subcontract, profits resulting therefrom should be 
favorably recognized.” 

To me that means that you want to imply to a businessman that 
if he goes out and uses skill and through his efficiencies he makes some 
extra money he is going to get to keep it. Is that not what you intend 
to say? 

Mr. Decuert. Yes, sir. 

Mr. Stmpson. Now you say differently. 

Mr. Decuert. I misunderstood your word ‘“certainly.’”’ This is 
intended to let the contractor feel that he is going to get it, and it is 
intended that he will get it and he will get it first by the operation of 
the Board or, if the Board doesn’t give it, he will get it by the operation 
of the court, but I can’t tell you that the Board and court for certain 
will produce any results. 

Mr. Stupson. No; but you put it in the bill and you imply cer- 
tainly that it is put in here to let the contractor infer that if he is 
efficient and makes a lot of cost savings he is going to profit by it. 
That was the point the committee made last year. 

Mr. Decuert. That is right. 

Mr. Stmpson. Why shouldn’t a businessman if he is able to, and 
I don’t mean by dropping the price of copper, but I mean by his 
own efficient manner and the use of proper equipment which he 
develops after the contract is let, if he reduces the cost, provides a 
cost savings, have a certainty of a reward there? 

Mr. Decuerrt. I think he should. 

Mr. Simpson. Why do we not say that, then? 

Mr. Decuerr. However, the difficulty with legislative certainty 
is just the point you raised, by his efficiency. Somebody has to 
determine fo this savings was made by his efficiency or whether 
it was an outside accident. 

Mr. Simpson. You agree with me that this section that you put in 
here as a result of your study for the past 6 months does not give the 
contractor any assurances whatever that he will get any additional 
reward as a result of his efficiencies? 

Mr. Decuerr. No, sir. I think you put what I said completely 
the opposite way around. This is designed to give him all the cer- 
tainty that one can give subject only to the fact that the question of 
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whether the saving was really due to his efficiency or due to an outside 
accident is something as to which a skilled person has to exercise 
judgment, but this is intended to give him all the certainty we can 
give him, barring legislating in the judgment field. 

Mr. Stmpson. You already have that. You told us that they did 
it last year, that they had been considering that factor and now you 
come in and you put it in writing, even though it was the law before- 
hand, and so I ask you is not this put in here to fool the committee or 
to fool the contractor? 

Mr. Decuert. No, sir. This is put in to make certain that the 
Board will consider this incentive contract thing and if it doesn’t 
consider it, then the court will consider it. 

Mr. Simpson. It is this kind of an approach to legislation that in 
my judgment makes your continued operation increasingly difficult. 
You don’t recognize that business people do want to increase efficiency 
and reward themselves. The free, private enterprise system is if 
they do something better than their neighbor they ought to have a 
reward for it. This way you let a group of men, however capable 
yn A may be, eliminate every penny of that savings if they want to 

it. 

Mr. Decuerr. This is the balance of judgment which you gentlemen 
have to perform, but may I suggest the considerations of it? The 
issue in this particular case is where the contract costs were less than 
anticipated, was the lessening of the costs due to the efficiency of the 
contractor, or was it due to something else? If you put in a provision 
which says whenever the contract costs are less the fellow by law will 
be entitled to his incentive pay, you will have a lot of taxpayers say 
we are giving away money if it is demonstrated that the fact there 
was less cost was due to something completely outside the contractor’s 
control. It may be that it is more important to assure the contractors 
than it is to be in a situation where the taxpayers are assured, but we 
felt it was more important on this point to assure the taxpayer. 

Mr. Stimpson. You start your statement by the assumption that, 
through the efficiency of the contractor, cost savings were realized. 
ae implies to a businessman, I think, that he is going to get a reward 
or that. 

Mr. Decuert. And we think he should. 

Mr. Stmpson. You don’t assure it. Let’s pass that one by. 

Do these contracts apply to offshore purchases? Does the rene- 
gotiation apply there? 

Mr. Decuert. I am told the answer is ‘‘No.”’ 

Mr. Simpson. What proportion of the $41 billion is spent for offshore 
purchases? 

Mr. Decuert. I will have to furnish that. I don’t know, sir. 

Mr. Simpson. Somebody has an idea, surely. I don’t like these 
replies that come in later because you are never here to be cross- 
examined on it. 

Mr. Decuert. I am sorry, but I do not think it is a very large 
percentage of the total. 

Mr. Simpson. A billion dollars is a large amount. 

Mr. Decuert. Not a large percentage of the total amount. It 
may be a large amount. 

Mr. Simpson. You have no idea on that score at all? 

Mr. Decuert. No, sir; I don’t at all. 
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Me. Simpson. Does any one in the room know? How much of the 
$41 billion is spent for offshore purchases to which renegotiation does 
not apply? 

Mr. ATOR I know that the vast amount of this is internal 
U.S. production. 

Mr. Simpson. I understand. 

Mr. Decuert. However, I cannot tell you, I am sorry. Let’s 
say it is a million dollars. I just don’t know. 

Mr. Simpson. Would you undertake to secure the figure for me now? 

Mr. Decuert. This is Max Golden, General Counsel of the Air 
Force. 

Mr. Goupen. For fiscal year 1958 for work outside the United 
States, $1.4 billion. 

Mr. Curtis. For Air Force? 

Mr. GoutprEn. No, that is total for the Department of Defense. 
In 1957 it was $1.6 billion. In 1956 it was $1.4 billion. 

Mr. Simpson. Is that profit, or is that the volume? 

Mr. Goupen. That is the volume, sir. 

Mr. Simpson. Why does renegotiation not apply there? 

Mr. Goupen. By statute the Board was given the authority to 
exempt. 

Mr. Simpson. Do you want it covered now by statute? Are you 
recommending that we do that? 

Mr. GotpeENn. No, we are not. 

Mr. Simpson. Why not? 

Mr. Goupen. The issue has not arisen. 

Mr. Stwpson. I am raising the issue. 

Mr. Goupen. Yes, sir. I think in the past the Board did renego- 
tiate foreign contracts placed with foreign firms, or attempted to. 
However, in dealing with foreign firms they ran up against situations 
where it was just impractical to do so. You had different jurisdictions 
and questions of how to enforce your efforts so renegotiation could 
be accomplished. As a matter of fact, we found we could not write 
contracts with the renegotiation clause in it. My recollection is, and 
I would rather have the Board check this, that at a point in the legis- 
lation it was made clear, either in the legislative history or in the law, 
that the Board would have the right to exempt offshore procurement 
contracts with foreign nationals. 

Mr. Simpson. What do you tell an American businessman who 
undertakes to make a contract and he says “I won’t make a contract 
if you include the provision of renegotiation.’’ What do you say to 
him? He cannot have a contract, is that right? 

Mr. Goupen. That is correct. 

Mr. Simpson. A foreigner gets in the same boat and you tell him, 
“All right, we will excuse you. We will make a contract with you.” 
Why the distinction? 

Mr. Goupen. I think the distinction, as suggested in previous 
hearings before this committee, has been the question of jurisdiction, 
the foreign courts, the ability to enforce. 

Mr. Simpson. Of course that is begging the question, I respectfully 
suggest. 

Mr. Go.pen. I am trying not to, and I am relying upon the Board’s 
experience in attempting to figure out how to go about renegotiating 
foreign contracts. 
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Mr. Simpson. Why do you not refuse to give a fellow a foreign 
contract and pick out one who will renegotiate? 

Mr. Go.ipen. Wo do not have this difficulty in just renegotiation. 
We have the same difficulty in putting in contracts with foreign na- 
tionals the right to examine books and records of foreign contractors. 
We insert this right in contracts with U.S. contractors. It is the 
different way of doing business they have there that you are up against 
and we try our best to avoid placing contracts in foreign countries 
where they won’t accede to clauses we have to insert in contracts, 
but sometimes we run up against situations where we cannot help it. 

Mr. Stupson. You must do some research work in those contracts 
and come up with figures. Do they make exorbitant profits ever? 

Mr. Goupen. The foreign contractors? 

Mr. Simpson. Yes. 

Mr. Goupen. I think in some cases we have discovered that to 
be the case. 

Mr. Simpson. Can you give us a listing of those? 

Mr. Goupen. I can’t say that we have them available, but I 
will certainly see if we have any. 

Mr. Stmpson. Do you make any new contracts with those people? 
Do you keep on doing business with them and do you undertake to 
reduce their profits? 

Do you undertake to in future contracts cut down on their profits? 

Mr. Go.tpen. We certainly do if we determine that the profit 
made previously is too high or if the profits asked for in the current 
negotiations are too high. 

Mr. Simpson. Do you not think we ought to amend this bill to 
provide that foreign contractors should be subjected to renegotiation 
the same as the American? 

Mr. Go.pen. Sir, if it is feasible to do so, I would be in favor of it. 
Moench Srupson. Would you make us a little study on that and let us 

ow? 

» Mr. Gotpen. Yes, sir. I think it would be very helpful to review 
the previous history on it for this committee. 

Mr. Decuert. I would like to add of course there are considerations 
in these foreign contracts that won’t be applicable here. They might 
be the only available source. It might be related to our international 
relations. 

Mr. Stmpson. What do you mean by that? 

Mr. Decuerrt. Well, the Commodity Credit benefits, or something 
like that, so that it is conceivable that there are reasons. 

Mr. Simpson. Do you clear these contracts with the Department of 
State? 

Mr. Decuert. No, not in general. 

Mr. Simpson. These foreign contracts? 

Mr. Decuert. I don’t think so, no. 

Mr. Stmpson. What do you mean by international relations? 

Mr. Decuert. I say that there may be in some instances; for 
instance, large commodity credit balances that can be utilized in this 
way. There may be various things of that kind that would lead one 
to act in a certain direction. 

Mr. Stmpson. Thank you very much. 

Mr. Mason. Mr. Chairman. 

The CuarrMAN. Mr. Mason will inquire. 
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Mr. Mason. Mr. Dechert, I just have two very simple questions. 
First, you made a study of this thing for the last 6 months and you 
say that you recaptured $288 million from these renegotiations. How 
much does it cost your organization to recapture $288 million? 

Mr. Decuerr. You are asking me and I am of the Department of 
Defense. You mean how much does it cost the renegotiation board? 

Mr. CoccGrsHa.L. $3 million a year. 

Mr. Decuerr. $3 million a year? 

Mr. Mason. Do you not put your people on too? 

Mr. Decuert. No. This renegotiation process is handled by the 
Renegotiation Board. 

Mr. Mason. However, in every industry that I have ever visited 
that had a war contract there were a half dozen people there or more 
in uniform who were auditing and looking at the books and examining 
the product and all of that kind of thing. 

Mr. Decuert. Yes, sir; but they are not in the process of renego- 
tiating profits. These men are auditors to determine the propriety 
of cost figures for which they want rermbursement. These are inspec- 
tors to determine whether the progress of the operation is going for- 
ward satisfactorily and so on. These are not the men engaged in the 
renegotiation process. 

Mr. Mason. The next thing that intrigued me was your statement 
and emphasis of the fact that this renegotiation business is an arbi- 
trary affair and it is not a permanent part of our economy. It has 
been going on now for 16 years and during the 20-odd years that I 
have been in Congress I have seen hundreds maybe of these arbitrary 
agencies of the Government to take care of emergency things that 
came up and practically all of them are still operating. They are like 
Tennyson’s book; they go on forever. There are very few of them 
that are discontinued. When do you think this can be discontinued? 

Mr. Decuert. Mr. Mason, you are asking me to be a soothsayer. 
I think it can be discontinued when we no longer have the degree 
~ world cold war and the necessity for the defense costs that we now 

ave. 

Mr. Mason. You think as long as Russia keeps the cold war 
going we will have to have this renegotiation? 

Mr. Decuert. No, I don’t say that. You asked me when it would 
be ended. I say it surely can be ended if we have the cold war ended 
and don’t have this $40 billion for defense. It may be ended before 
that, if the missile field and all the other fields become so stabilized 
so that you know all the details about it. These fields, as you know, 
are moving so fast that we can hardly keep up with them. 

Mr. Mason. As soon as one field gets stabilized another field is 
uncovered and so it is going to be like Tennyson’s brook, and keep on 
forever. 

Mr. Decuerrt. I hope not, for our grandchildren’s sake. 

The Cuarrman. Are there any further questions? Mr. Curtis will 
inquire, Mr. Dechert. 

Mr. Curtis. Mr. Dechert, first, your reply to Mr. Mason I don’t 
believe was quite accurate. The military personnel of course testify 
before the Board of Renegctiations on these things, do they not? 

Mr. Ducuert. I don’t think they do. They render reports, I am 
questioning your use of the word testify. They render reports. 
They make information available. They answer questions and so on. 
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Mr. Curtis. I would call that testifying if they answer questions. 
The point I am getting at is an obvious one, that the Department of 
Defense personnel have to spend time on renegotiation in preparing 
acase. The question is simple. What does it cost? Have you ever 
made any estimate of how many man-hours are used and at what 
rate in this renegotiation process? That is a simple question. Have 
you made any studies? 

Mr. Decuert. I question your basic statement. The Department 
of Defense does not seek the renegotiation itself. 

Mr. Curtis. You have answered my first question. You said 
that people in the military department do prepare reports for the 
Board and of course they also answer questions. Of course they have 
to. Now my question is a simple one: Did you ever make any 
studies as to how much personnel time is used in that process? 

Mr. Decuert. The answer is we do not have figures to indicate 
how much personnel time is used in this process. 

Mr. Curtis. So you have never made that study. I find you 
have a tendency to go on and answer things that have not been 
asked and I want to try to give you a full opportunity to reply, but 
first I want to get my answers complete. You have made no study 
as to how much personnel time is devoted to renegotiation? 

Mr. Decuert. That is right. 

Mr. Curtis. Do you have any idea how much it might be? 

Mr. Decuert. No, sir. 

Will you let me say why? 

Mr. Curtis. Yes, if you want to expound on that. 

Mr. Decuert. I want to answer two things which you raised in 
your questions. One is that the Department of Defense is not the 
prosecutor, as you indicated, in trying to get refunds. 

Mr. Curtis. I did not do that. 

Mr. Decuert. These people are called on to answer questions 
and so on. 

The second thing is that if you are going to have any such process, 
whether it be in the Board or anywhere, these men would have to 
spend the same time in reporting on the efficiency of the contractors 
as they would otherwise, so this isn’t something you could save 
clearly by doing away with the Renegotiation Board. 

Mr. Curtis. I think it is obvious that you would and the only 
question that Mr. Mason asked was simply a question of costs and 
we were not drawing any conclusions from it at all. Maybe he was. 
I wasn’t. I was interested in the answer. I know it must cost the 
Department of Defense something in personnel. I have heard the 
argument used before, that you have to pay your men anyway, as 
an answer to why you don’t include the cost of the salaries of some of 
your people in a certain process. Of course to me that is rediculous. 

Mr. Decuert. That wasn’t what I said. 

Mr. Curtis. No, but in effect I think that is what you said. 
However, we will let it rest there. I think if you would make a 
study of what the costs would be it would be very interesting to 
know and then you can make the qualifying remarks that some of 
this time, not all of it, would be spent anyway. On this line of 
questioning that Mr. Simpson asked, originally the offshore procure- 
ment and contracts with companies abroad were subject to renegotia- 
tion; is that not correct? 
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Mr. Decuert. I think so. This is before my day, but I think it 
is true. 

Mr. Curtis. No, I don’t think it is before your day. Do you 
know whether that was the case, let’s say, during the time you have 
been there? 

Mr. Decuert. I have only been here 2 years and it has not been 
so while I have been here. 

Mr. Curtis. Under what sections of the law was that changed? 

Mr. GoupEN. Section 106(d) (1). 

Mr. Curtis. Of the Renegotiation Act? 

Mr. GoLpvEN. Renegotiation Act. 

Mr. Curtis. Does it show what was part of what act that made 
that change? 

Mr. GoutpeEn. I believe it was the 1956 amendments. 

Mr. Curtis. Amendments that were part of and extended the 
Renegotiation Act? 

Mr. Yes, sir. 

Mr. Curtis. I would like to have our staff check this and I will 
explain the reason why. 

wice to my own knowledge there were amendments attempted 
to be put in in the House, oace in the Defense Department authoriza- 
tion bill. When that was defeated it was put in one of our foreign 
aid authorization bills and that was defeated, because I was the one 
who before the House brought out the fact both times. I wanted 
to hear what the arguments there were as to why that should be 
eliminated. 

I was fully aware of the fact that the Department of Defense 
and the State Department both for some reason or other were in- 
terested in eliminating these offshore procurements from renegotiation, 
and I think I can cite the points in the Congressional Record, so I am 
really curious to find out when, and I will use the word advisedly, 
this was slipped into the act. Had I known it, I certainly weed 
have tried to have prevented it and would have wanted a hearing 
before this committee before we did that. 

Mr. Goupen. I understand that this particular exemption was a 
permissive exemption and was applicable to the fiscal vear ending 
on or after June 30, 1956, I believe. 

I would like to check that. 

Mr. Curtis. I would appreciate it if vou could get that data for 
the record and what act it was in, because I do not believe it was in 
any extension of the Renegotiation Act, but probably a rider on the 
bill. 

Mr. Gouipen. Perhaps I can help here. 

In the section I refer to, it says: 

The Board is authorized in its discretion to exempt from some or all of the 
provisions of this title (1) any contract or subcontract to be performed outside 
of the territorial limits of the continental United States or in Alaska. 

Then the Board, in part 1455 of its regulations, announced the 
following regulation applicable with respect to periods after June 30, 
1956, and the Board has set forth certain criteria that would have 
to be met to be exempt. 

Mr. Decuert. Mr. Curtis, may I read to you applicable to this 
from the report of the Joint Committee on Internal Revenue taxation 
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relating to renegotiation, which was made in 1956 in the 84th Con- 
gress? 

On page 38 it says this, and it is only three sentences: 

3. The present law provides a permissive exemption to contracts or subcontracts 
to be performed outside the continental limits of the United States or in Alaska. 
The Board has generally granted the exemption to contracts to be performed by a 
foreign contractor since it does not have the facilities and may not have the 
essential legal authority to enforce the renegotiation of foreign contracts. The 
exemption of such a large volume of procurement might more properly be a 
responsibility of Congress than of the Board. 

It is recommended, therefore, that a mandatory exemption be provided for 
contracts and subcontracts to be performed abroad by foreign contractors to the 
extent of receipts or accruals after June 30, 1956. This exemption should not 
extend to any contract or subcontract for sea or air transportation or cargo car- 
riage from any point in the United States to a point outside the United States or 
vice versa. Also, the exemption should not apply to any foreign corporation, 
80 percent or more of the stock of which is owned by domestic corporation. 

Mr. Curtis. This is a House report? 

Mr. Decuerr. This is the report of the Joint Committee on 
Internal Revenue Taxation relating to renegotiation. 

Mr. Curtis. Apparently the mandatory provision was adopted on 
the strength of this recommendation. 

Mr. Goutpen. May I correct that? 

Mr. Curtis. Yes. 

Mr. Gotpen. I think we probably have the story and it will just 
help to straighten it out now. 

The law always granted the Board the right to exempt. It was a 
permissive exemption for these types of contracts, but about the time 
in 1956 we were going through this very fine joint study, the question 
came up as to whether to make that exemption mandatory. 

The Congress did not buy that, but it seemed clear that it recognized 
the problems which confronted the Board in trying to renegotiate 
foreign contracts. The Board thereafter issued regulations under the 
permissive exemption, and indicated how it would exempt contracts in 
foreign countries. 

Mr. Curtis. Thank you. Mr. Dechert; there is one thing I want 
to get clear, and I think every one on this committee along with you 
is interested in getting the most for the dollar, and it is the belief of 
all of us, I believe, that good procedure is what brings that about 
and that poor procedure is what prevents it, so the issue is over 

rocedures, not only the interest in saving the taxpayer’s dollar, 
Lenetiee we are all interested in that. 

I happen to think that renegotiations maybe in times of emergency 
are necessary procedures, but I regard them certainly as very poor 
procedures over the long pull, one reason being that the Government 
will not make money over a period of time in my judgment when it 
applies a rule where winners take all, and they are the winners both 
times. 

Ultimately, business is pretty wise and figures that out to hedge 
against such an operation, and I suspect that this is about what has 
happened, but I wanted to discuss procedures only. I want to get 
that matter out in the open. 

Secondly, we are not talking about fraud, are we? 

Mr. Decuert. No. 

Mr. Curis. I wonder if the Department of Defense, and you are 
speaking for them, would agree to eliminate contracts made by the 
GSA for the Department of Defense from renegotiations? 


1 


EXTENSION OF THE RENEGOTIATION ACT 37 


Mr. Decuenrr. I realize that I made a mistake when I spoke a while 
ago as if GSA contracts were not under, and, as you have indicated, 
they are in fact under the act. What I intended to indicate is that a 
vast number of GSA contracts are not the kind that ought to be 
renegotiated but renegotiation has been applied to GSA, as you have 
indicated, because they do do buying for defense programs. 

This we have considered and our judgment was that if the things 
that they buy have the attributes of other defense items which the 
Department of Defense buys which caused us to think renegotiation 
ought to be continued, we feel it ought to be continued as to their 
buying for us. 

Mr. Curtis. Let’s get to that. 

The GSA, by definition, procures for the military things that are 
common use items, things that are not of this nature that you are 
describing, where you say we need renegotiation. ‘These are in the 
area of common use items or GSA would not be procuring them; is 
that not true? 

Mr. Decuert. The common use items are exempted under the 
standard commercial article exemption. 

Mr. Curtis. The GSA procures for the military that kind of 
article. Does it procure other articles? 

Mr. Decuerrt. Yes. 

Let me ask Mr. Golden who has more specific information. 

Mr. GoLpEN. You are correct in general. 

For example, the Air Force business from GSA is about $175 
million worth of articles a year, and most of it is the stated com- 
mercial type of article. 

We do have one category that we have permitted them to buy for 
po ra is not standard commercial, and that is aircraft tires and 
tubes. 

Mr. Curtis. However. they are the common use type. I am using 
the words ‘‘common use” to describe a differentiation between such 
items and that which would be peculiar to a military service, and 
particularly that which might be of an experimental nature. That 
is One reason you do it. 

Mr. GoupeEn. Tires and tubes would not be standard commercial, 
considering all the types of planes we have. 

Mr. Curtis. No. The reason that GSA buys them for you is, it 
is of that general nature and therefore an agency which is more of 
the civilian nature can do that kind of thing for the Air Force. That 
is the point. 

Mr. Goutpen. In general, yes. And we let them do, as you can 
see, a large volume. 

Mr. Curtis. That is your dividing line. That seems to me ex- 
actly the same dividing line that separates those contracts which you 
claim need to be renegotiated, and therefore I am asking the question: 
Why does not the Department of Defense agree to the eliminating of 
contracts made by GSA? 

Mr. Gouven, I think the answer is that the law today attempts to 
lay down a broad exemption based on the standard commercial 
~ he don’t think we should exempt depending upon the agency 
that buys it. 

Mr. Curtis. May I give you the argument again, because you are 
not answering the argument. It is predicated on the fact that GSA 
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procures for the military that kind of article. The oily reason they 
are included in renegotiations is because they procure for the military, 
but again emphasizing only that kind of article that lends itself to 
GSA operation. 

So the question becomes very obvious: Why put that particular 
kind of procurement under renegotiation? 

Mr. Goupen. | think that presumes that the kind of commercial 
article they buy is the same kind of article as you have authorized us 
to exempt under the standard commercial article exemption. I think 
in many cases it will be, but in many cases it won’t. 

Mr. Curtis. What argument do you advance, I asked in executive 
session, as to why the items that are procured for the Department 
of Defense by GSA need to be subject to renegotiation? 

Mr. Decusrt. May I attempt to answer? 

Mr. Curtis. Surely. 

Mr. Decuert. I as an individual think that no real harm would be 
done to the total process if the GSA-purchased articles, so far as the 
Department of Defense is concerned, were not under this. This has 
not been raised by any of industry at this time and therefore we have 
not discussed this with GSA. I do not know whether GSA would 
have the same conclusion I have just indicated. However, Max 
Golden for the Air Force has indicated that those things which are 
strictly standard articles are already exempt. 

Mr. Curtis. Do we have to go over that again? 

Mr. Decuert. There are things beyond that. 

Mr. Curtis. Can you name one? 

Mr. Decuert. The things beyond that that have been included as 
possible renegotiated items? 

Mr. Curtis. The reason GSA procures them is because you have 
decided that they can. The same reasoning why GSA is permitted 
to procure them is exactly the same reason that they should not be 
subject to renegotiation? 

Mr. Decuert. That is not always true.. 

Mr. Curtis. Can you give an example? 

Mr. Decuert. Yes, sir. GSA buys material. The material may 
be a special kind of material which will not catch fire easily, or which 
will not allow bugs to get in it, or something like that, and this may 
require work which is not usual and the cost of which you cannot 
tell in advance so that it isn’t necessarily true that all the things 
GSA buys are of such a standard nature they can be exempt. How- 
ever, I think this type of extraordinary thing is relatively small in 
GSA purchases and therefore I for one say it wouldn’t hurt the De- 
partment of Defense very much if you took the thing out nor would 
I think it would hurt the Government. 

Mr. Curtis. It is a question though that industry raises. I 
appreciate that a Congressman raising it doesn’t make any difference, 
but I have raised this in executive session the last time and asked 
these same questions of the Department of Defense witnesses as well 
as the other witnesses. 

Mr. Decuert. Mr. Curtis, vou didn’t ask them of me last year and 
I wasn’t aware of your interest in this and I didn’t know it. I am 
sorry. 

Mr. Curtis. I will get around to this basic question. Has the 
Department of Defense made studies of contracts which have had 
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excessive profits according to the Renegotiation Board to see where 
the error might have lain as to why there were excess profits? This 
is just a question of whether studies were made. | 

Mr. Decnerr. Let me say that it isn’t necessarily due to an error. 

Mr. Curtis. I realize that. Please. I asked only one question. 
Did you make a study? | will get into what the study might reveal. 

Mr. Decuerr. There have been studies made of such contracts; yes. 

Mr. Curtis. Is it a routine thing whenever you have a contract 
that the Renegotiation Board has declared to have excess profits in it 
for the Army, Navy or Air Force, wherever it came from, to examine 
into that to find out where the errors might have been. Is it standard 
procedure? 

Mr. Decuerr. No; I don’t think it is standard procedure. 

Mr. Curtis. Why isn’t it standard procedure? 

Mr. Decuerr. Because | think the service which is involved has 
of course been heavily involved in every aspect to the performance 
of the contract, and it has probably made a report to the Board itself, 
and that report is one of the things on which the Board has acted, 
so that the knowledge of the basic reasons for the Board acting has 
probably been in existence all along. 

Mr. Curtis. You are just telling me by that that it would be 
easier to make the studies. 

Mr. Decuerr. I am saying the study has been in effect made 
because of continuing activity. 

Mr. Curtis. Your answer probably should have been yes, that it 
is routine to make studies of what happened. 

Mr. Decuerr. | thought you meant a study after the Board had 
finished. It is routine. The progress of renegotiating cases will be 
followed. 

Mr. Curtis. I mean after the Board has acted; yes. 

Mr. Decuert. Let me give one answer and then I will ask Max 
Golden to add to it. It is routine that the progress of renegotiated 
matters should be followed by each service which is involved, so that 
they do study it all along. Let me ask Mr. Max Golden to add to that. 

Mr. Gotpen. I can only speak for the Air Force experience in 
using reports of the Board. The Air Force has requested—and I did 
it personally under a previous capacity I held in the Air Force— 
reports of renegotiations. They are for internal use within the Air 
Foree. We review them. We send them down to the Air Staff and 
out to the people in procurement. There is one difficulty in using 
them, Mr. Curtis, and I think you would be interested in this. 

Obviously time has marched on since the particular year under 
review. The Board is in fiscal year 1954 and 1955 now and has just 
completed those years, I believe, or about to. This is 3 and 4 years 
later, so you are dealing with a report on a set of circumstances 3 or 
4 years ago. Time has marched on, technicians have marched on, 
and it is difficult to get a real benefit from a current procurement 
standpoint 4 years after the fact. 

Mr. Curtis. I doubt your latter judgment there. I think as a 
matter of fact the best experience you get is by examining into your 
mistakes and probably if this were routine a lot of these procedures, 
and we are talking about procedures and not talking about fraud, 
would be corrected. Let me ask the question, have studies been 
made of large contracts which were of the nature that you described, 
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new products where their costs were not known and there have to be 
estimates made, where no excessive profits were shown. 

Mr. Decuert. Yes. 

Mr. Curtis. You have made studies? That is the question. 

Mr. Decuertr. The word “studies” is a complicated word. The 
service has followed these right along and when the performance has 
been completed they know whether it is satisfactory or not. They 
have made a report on it. This report may be the reason no renego- 
tiation refund was asked. 

Mr. Curtis. For example, the atomic submarine which was manu- 
factured most recently, as I understand, did not show up any excessive 
costs. Am I correct in that? 

Mr. Decuerr. I don’t know that, sir. 

Mr. Curtis. Does anyone know? 

Mr. CoccrsHaLu. The contractor who has been charged with that 
has been cleared through the year 1956. 

Mr. Curtis, I also understand not only is that true, but the cost 
was considerably below estimates and also in this particular contract 
there was a great use of advertised bidding because there was an at- 
tempt to do so. I suspect if all the departments would examine into 
the techniques used in that particular contract they might find that 
they have a format for handling these matters in a way where we will 
be saving the taxpayers’ dollar and not resorting to these rather ex- 
traordinary, what I regard as poor administrative procedures of the 
Renegotiation Board. I will just leave it there, because I understand 
that that is a good example of how good procurement practices can 
be set up and be followed. Have you had any studies made of the 
contracts with what I think you call redetermination clauses rather 
than renegotiation? 

Mr. Decuert. Price redetermination. This is something that is 
ordinarily examined into part way through the contract. 

Mr. Curtis. Have any studies been made of those cases where you 
know, for example, how many cases have been redetermined, and the 
amounts of dollars involved, and the amounts of savings, and the 
percentages? 

Mr. Decuert. I cannot answer that. 

Mr. Go.pEN. From time to time in the Air Force we have taken a 
look backward and looked at completed contracts and taken a look 
at how we came out as compared to how we went in on the original 
negotiations. 

Mr. Curtis. You have some of these figures on renegotiation. 
The other method, one method that I happen to agree with, is that 
many of these contracts that the military enter into have to have a 
renegotiation type of clause in them. My question is, though, whether 
= need a separate body and an independent board to do that. So 

am curious and I think it is important to know what has been the 
experience of the military department in regard to the contracts where 
they have put redetermination clauses in there, to see what the 
amounts are and what the savings have been, just as the Renegotiation 
Board has done the same for renegotiated contracts. The first ques- 
tion is, Have such studies been made? Apparently not. 

Mr. GoutpEen. We have certain studies that show the results of the 
incentive contract, the price redetermination contract, or the cost-plus 
contract. 
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Mr. Curtis. However, you can’t give me a comprehensive figure 
such as we have here for renegotiated contracts? 

Mr. Gotpen. No, sir; not on an aggregate basis, and I don’t think 
we have ever covered the whole field. We have sampled some of 
these. 

Mr. Curtis. Have you concluded then that redetermination clauses 
cannot do the job adequately? 

Mr. Goupen. I think basically and apart from the fact that rene- 
gotiation looks at it on an aggregate basis and redetermination on a 
contract-by-contract basis, there is a general misconception that our 
incentive contracts wait until the end of the contract before redeter- 
mining. 

1 Not on my part is there any misunderstanding. 

Mr. Goutprn. Then we should have a clear understanding on this, 
because in price redetermination contracts you might at a 20 or 25 or 
30 percent point of performance look back, but also forward for the 
rest of the contract. It is true that in incentive contracts you wait 
until the end of the contract and take a look at your costs, but this 
doesn’t mean that it is a retroactive type of contract, because you 
have already set your fixed pattern for what the profit will be either 
at the beginning or early in the contract. 

Mr. Curtis. However, you do redetermine in the event that profits 
are beyond what you anticipate? 

Mr. GoupEen. Yes; but you do it on a predetermined arrangement 
earlier in the game based upon target estimates. 

Mr. Curtis. I don’t care when you do it. As a matter of fact, 
you are giving more arguments as to why, in my judgment, at any 
rate, that is a better procedure than the procedure of the renegotiation 
board. My question was this: Why in light of the redetermination 
clauses you have had and the experience you have had with them 
do you come to the conclusion that they are not adequate to take care 
of this problem? 

Mr. Gotpen. I think the nub of the answer is that, despite those 
rovisions, you still have to rely upon a forecast of what is going to 
— during the life of the contract. 

Ir. Curtis. Why is that? It is just one element of the contract 
that makes it necessary to have a redetermination or renegotiation. 
The bulk of the contract for the atomic submarine, and Lord knows 
there is nothing more, I will say, speculative. There you couldn’t 
probably figure out your costs ahead of time and you had to have 
redetermination clauses in there. Much of this could have been and 
was worked out on an advertised basis, and all I am saying is that 
for the feature that is in the contract which requires some new looking 
at, or looking back, or looking forward, why doesn’t the redetermina- 
tion clause work out a lot better than this whole renegotiation process? 

Mr. Goxpen. I think we have tried to explain that, when you are 
dealing with new items where you don’t have the specifications in 
detail or even generally, the pricing risk on a prospective basis is 
great. 

Mr. Curtis. And we did not in the atomic submarine. That is 
why I use that example. 

Mr. Gotpen. I don’t know about that. I can speak for advanced 
missiles and supersonic planes. You are really in a never-never land 
trying to figure out costs, particularly in the missile area. 
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Mr. Curtis. Do you not agree, even though you have not and do 
not deal with the atomic submarine, and the only reason I am doing 
this is 1 think we can use it as a case study, that that certainly was 
novel. Certainly nothing could be more novel than that. I think 
it is a good example, I might say, in regard to your missiles. There 
are only certain aspects of any missile that are of this unknown nature. 
A good bit of it is known, and in any new product a good bit is actually 
known, is it not? 

Mr. Go.tpen. No, I would have to disagree with that. On the 
missile business we have had to resort, and are still resorting today 
in the main, to the cost-plus contract because the scope of the work 
is so nebulous. 

Mr. Curtis. Certain aspects of it, but, for instance, with respect 
to the radios you put in, the transistors, and so forth, all of thee 
features are well known as far as contracting is concerned. I won’t 
dwell on it other than to state this: That I think that the way the 
atomic submarine was broken down into parts that had to be rede- 
termined as opposed to those where you actually could have adver- 
tised bids of the part would be a good lesson for any procurement 
procedures in the Air Force whether you are dealing with missiles 
or anything else. I don’t know what percentage of a given missile 
might be subject to advertised bids, but I know a good chunk of it 
— be, because it is composed of things that have been developed 

efore. 

Mr. Decuert. May I add one sentence? 

I am glad to know about your feeling about the atomic submarine, 
but it is true that 95 percent of all filings result in no claim for refunds. 
The atomic submarine was one of the 95 percent. The fact that there 
have been examples in the airplane industry and everywhere where 
there is no claim for refund I think doesn’t mean that there may not be 
some places where claims are proper. 

The CuatrMANn. Mr. Curtis, it is quite evident that we will not be 
able to conclude with Mr. Dechert and with Mr. Coggeshall until 
this afternoon, so I would suggest that we adjourn now until 2 o’clock. 

(Whereupon, at 12:40 p.m. the committee was recessed, to reconvene 
at 2 p.m. the same day.) 


AFTERNOON SESSION 


The CuarrMan. The committee will please be in order. 

Mr. Curtis? 

Mr. Curtis. Thank you, Mr. Chairman. This morning, at the 
recess, 1 was about to ask some specific questions leading up to one 
question I wanted to press particularly. 

Now, based upon this 6 months extension, which this committee 
in its report stated was for the purpose of really getting into this 
matter and finding out what the situation was, your statement states. 
that the Department of Defense conducted a review. 

I would like to examine into that a little bit. Just how many 
meetings, for example, did this review consist of, and who attended it, 
and just what went on? I am trying to find out how much of a review 
it was. 

Mr. Decuerrt. Of course, I have not got my calendar here, but this 
began in the early fall. We called in top level men from the three 
Departments. 
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Mr. Curtis. Were the Secretaries themselves present, or did they 
send someone? 

Mr. Decuert. The Secretaries themselves were not present at our 
initial phases of it. Dudley Sharp, who as Assistant Secretary of the 
Air Force 

Mr. Curtis. Who chaired the committee? 

Mr. Decuert. There was no committee, and there was no chairman. 
I suppose | called them. ‘The meetings generally were held in my 
office. But Perkins McGuire, Assistant Secretary of Defense in the 
Field of Supply and Logistics, was especially concerned with it, and 
he and I together caused most of these meetings to be called; coupled 
with his Deputy Assistant Secretary, Cecil Milne, who is now Assist- 
ant Secretary of the Navy for Material. 

Mr. Curtis. Go ahead, sir. 

Mr. Decuert. In the Air Force, Undersecretary of the Air Force 
Malcolm MacIntyre attended some of the meetings, and we had 
various additional conversations with him; and, as I said, Dudle 
Sharp, who was Assistant Secretary of the Air Force for Material. 

Mr. Curtis. In this group, did you have studies prepared for you 
by people in the procurement field and the various branches of the 
armed services? How did you do this? Was this an informal re- 
view, or did you really go about it to make a real study? 

Mr. Decuert. This was an informal review. This group that I 
am speaking of met first and debated back and forth and examined all 
the aspects as to whether the process of renegotiation through an 
outside board should be continued or whether we should at this point 
go to some other type of final review after the contracts were finished. 
And at that point, we went on to consider various of the specific 
suggestions that came out in last vear’s hearings, in previous dis- 
cussions. 

Mr. Curtis. Did you discuss the matter of whether GSA should 
be removed from those negotiations? 

Mr. Decuert. To tell you the truth, we did not. That was not 
brought up last vear in the hearings. 

Mr. Curtis. Well, it was brought up. I brought it up myself. 

Mr. Decuert. You brought it up previous to last year, but I did 
not think you brought it up last year; not while I was here. 

Mr. Curtis. I have brought it up every year. 

Were there critics present? 

Mr. Decuert. Yes. I started to tell you the process. 

This began with an internal Department of Defense series of 
meetings, having representatives of the three Services and the General 
Counsel’s Office and the Procurement Offices, plus corresponding 
people in the Office of the Secretary of Defense. 

We then had a series of meetings with various organizations from 
industry. This was taken up at one meeting when the U.S. Chamber 
of Commerce’ representative came over. They, as you know, advo- 
vocated the end of renegotiation. I stated that as we then saw 
matters, it should not be terminated. And we discussed some of the 
things we have been discussing today. The National Security 
Industrial Association group came over. The aircraft group came 
over. We met with them at various times. I think the Electronics 
Industries Association came. We called in the Renegotiation Board 
to tell us their points of view about certain matters that had been 
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brought up in our consideration, and to try out some ideas that we 
had. And I myself have talked to other groups, and various others 
have talked to various individuals. So this has made a pretty wide 
sweep, but, as you see, it was an informal matter. There was no 
formal report. 

Mr. Curtis. No formal report? 

Mr. Decuertr. No formal report, except as there was a consensus 
of final agreement on the matters which were embodied in our draft 
legislation. 

Mr. Curtis. These various things like the question of how rede- 
termination clauses have worked apparently were not gone into. 

Mr. Decuerr. Oh, yes. 

Mr. Curtis. But not on the basis of a study? 

Mr. Decuert. No. It was not gone into statistically. But the 
efficacy of the redetermination clause along the way, without more, 
was discussed very fully with these men who are charged with the 
operation of it. I suspect that one would get more help from people 
of this kind, from their years of experience operating it, than you 
would from statistical results. 

Mr. Curtis. I think you mean both, let me say. Certainly any 
study that is going to be meaningful, first, through statistics, gets 
together what we are talking about. And then, after you have gone 
over your statistics, of course, whether they are meaningful or not 
can be determined. But I myself would not know how to judge a 
thing if I did not have a statistical background for it, such as we were 
able to get, and know the limitations of that. And I must say that 
I do not think this thing has been approached in that way. It 
sounds like subjective judgment rather than anything objective. 

One point, for example, I might make: I have been quite critical, 
over a period of years, as a Congressman, studying defense procure- 
ment practices, starting out as I did in the 82d Congress as a member 
of the Bonner subcommittee, which was in the field of military pro- 
curement and supply. One thing I have been suggesting as a method 
of improving our procedures is to take the old mess sergeant’s ap- 
proach of inspecting the garbage pail and then finding out ‘“How 
did that get into the garbage pail?’ And tracing in on backwards. 

Last year I took the floor of the House to point out that we were 
generating about $7 to $8 billion a year surplus properties 
through the Military Establishment. And monthly a very compre- 
hensive list is put out of the various kinds of items that get into the 
surplus property category. And just a review of those would indicate 
some errors in things that in my judgment certainly could be cor- 
rected in military procurement and-supply. 

Most of the errors there were along the lines of buying too much, 
it would seem, rather than this question of efficiency of procurement 
from the standpoint of being sure that your contractor is not taking 
you for too much. But if errors in the way of ‘‘too much” are com- 
mitted, I would. suspect that errors of this other kind are, too. 

That is the reason that it seems to me a study of your procedures 
is so important; rather than starting out on the premise that what 

ou are doing is OK; because in my judgment what you are doing 
is not OK. 

Does not the test of the garbage pail indicate that not a very good 
job is being done? I think a passable job is obviously being + hg 
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because we are getting adequate defense. But from the standpoint 
of costs and where there might be savings, it seems to me there is a 
lot of reason to question our procedures. 

So I would start out with the assumption, and do, that our pro- 
cedures need a lot of correction. 

One thing that strikes me as an error, just setting down ordinary 
administration: I do not think anyone would set up a system such as 
we presently have, with the Board of Renegotiation separate from 
the organization that is doing the original contracting. I think it 
tends to create a crutch and does not tend to put our procurement 
officers on their best mettle. 

We are talking about, as you very well stated, human beings. 
All of them I think with the desire to do a good job, and therefore 
it is a matter of the procedures that best enable them to do a good 
job. So it is from that angle that I would approach this. I feel that 
we are making a grave error in our procedures by allowing this Re- 
negotiation Board principal to be continued beyond the period of 
emergency. 

We are in for a cold war, which is going to last for many years, 
and so we had better start getting our procedures on a permanent 
basis. If your arguments are good for this proposition, I would 
much rather see it on a permanent basis, after a real study, or, after 
the full study, throw them out the window and get back to better 
procurement practices. 

I do not believe this committee is in much better shape than it 
was 6 months ago as to whether or not the case is proved one way or 
the other. In my judgment, this is just a matter of judgment. This 
thing is bad procedure and is costing us money and above all is puttin 
the wrong kind of incentive on our private enterprise people who dea 
with the Government through contract. The better companies 
will tend not to contract with the Government, and over a period 
of time I think you will find that the tendency will be to have the 
less responsible ones. 

Mr. Decuert. Would you let me make a few comments on what 
you have said? 

Mr. Curtis. Certainly. 

Mr. Decuert. I only want to make a couple of comments here. 
You a of the large amount of duplicate material or useless ma- 
terial. 

Mr. Curtis. No, I did not say ‘‘useless.”’ 

Mr. Decuert. I know you did not, but the point I was makin 
was that the figure includes airplanes that have been worn out ol 
includes decisions reached where in spite of the fact that this looked 
like a good thing to do, the changing art has indicated that it was 
not a good thing to do. 

Mr. Curtis. I say to you I am not talking about that. When 
you take a look at the garbage pail, you can get a look at these monthly 
statements, and we find we are talking abot a hundred thousand 


items; we are talking about desks, clips, mattresses. But primarily 
in this list we are talking about, we are not talking about airplanes 
and those things. Yet it is $7 billion to $8 billion a year. It is 
mostly in this area of common use. If it were obsolescence, I can 
understand. I can also understand how mistakes have been made 
because of a situation that has changed. And we are always going 
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to have something in the garbage pail. There is no question about 
that. But what is in that garbage pail, the question should be: 
Should it be there? Is it understandable? And when you get in 
there and see some of the overprocurement and some of the ap- 
parently useless procurement, you begin to realize that there is that 
which needs tightening up in our procurement practices. 

Mr. Decuert. | am not saying that everything is perfect. I only 
thought you were using figures that did include obsolescence. 

Mr. Curtis. It will have some obsolescence in it. If I were to 
include all of those B—36’s, it would be a much bigger figure than that. 
I am not including that kind of a military item. This list that I am 
referring to has not got such things on it. 

Mr. Decuert. Well, let me go on from there. You say you are 
only including those that prove to be useless or overbought or some- 
thing like that? 

Mr. Curtis. I am including what is the surplus property list, 
however it got there. Some of it might be obsolescent. Some 
might be useless. Some might be just overprocurement. Each 
item will have to be seen. 

Mr. Decuert. The surplus property list does include that which 
became obsolete. And that is what I was thinking of. There was 
a nationally distributed newspaper article about a month ago which 
used your figure of 7 billion, and that did include things such as 
aircraft engines. 

Mr. Curtis. It might include some aircraft engines. 

Mr. Decuert. But let me go on. 

You pictured what you had to say, sir, on the idea that you look 
at the errors, assuming that the renegotiated refunds are the result 
of errors. 

Mr. Curtis. I think they encourage a system that is a loose system. 
Yes, sir. 

Mr. Decuert. Wait a minute. 

Your point 

Mr. Curtis. You are telling me what my point is. I may have 
misstated it, but I am sure I understand it. 

Mr. Decuert. You said that renegotiation refunds were the result 
of errors that had occurred. 

Mr. Curtis. Oh, yes. 

Mr. Decuert. And that therefore we ought to look at those 
errors. 

Mr. Curtis. That is right. 

Mr. Decuert. The point I am making, and I think it can be borne 
out fully by the Board, is that the great bulk of renegotiation refunds 
are not the result of errors, but are the result of changing facts during 
the performance of the contract. And you cannot say that anybody 
erred about it. 

Mr. Curtis. Then you are interpreting the word “err’’ in a sense 
I did not mean. I think an honest error in judgment is constantly 
going to be made. I do not object to that. And I think these are 
errors of judgment. 

Mr. DEcHERT. I would not agree that it was an error of judgment 


when two people sit down and forecast what a think is going to cost. 
Mr. Curtis. What is it? 
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We are quibbling over words here, but maybe that is one of our 
problems. Take the term “error of judgment.” I say it certainly is 
an error of judgment if your forecast for whatever reason does not come 
out right. Whether it is an error of judgment that could have been 
eliminated is another question. But it bears right on this issue, be- 
cause if it is an honest error of judgment, I want to say to you, sir, 
that I think the people who actually entered into an original contract 
and had to know the details and know the problems that are connected 
with that potential procurement are in much better shape, as to cor- 
recting those errors of judgment, than an independent tribunal that 
has had no contact with the specific problems involved in the original 
procurement. That is why I pointed out in the very beginning of 
my question that we were not talking about fraud and we were talking 
about honest errors of judgment. That is why from an administra- 
tive standpoint I am convinced that the people best able to correct 
these honest errors of judgment are people who have been living with 
the contract and have been working with it; not a bunch of outside 
people who have to be educated to the whole business and might miss 
some of the very important factors involved. 

Mr. Decuerrt. [| still do not think it could be called an error of 
judgment— 

Mr. Curtis. What do vou want to call it? 

Mr. Decuert. When people sit down and do their best to guess 
what a thing is going to cost, and outside events they could not 
possibly have foreseen change the results. 

Mr. Curtis. Then call it miscalculation; I do not care. What we 
are trying to do is to set up machinery whereby miscalculations that 
we know are going to occur in these areas where we are dealing with 
new products and new processes—as to how best you reevaluate 
those misealculations. 

Mr. Decuert. These things, as I say, were originally dealt with 
within each service, and for reasons that still seem to be valid it was 
determined that it was better to have an outside group. 

I recognize fully that I may be wrong, and there may be a different 
point of view. But this was debated very substantially at all levels. 

Mr. Curtis. Thank you, Mr. Chairman. 

The CuarrMan. Mr. Betts will inquire. 

Mr. Berts. With reference to your recommendations on appeal, 
you say appeals may be taken from decisions on constitutional or 
jurisdictional grounds only. I assume that has nothing to do with 
the fact of profits; is that correct? 

Mr. Decuert. At the present time, before the amendments we 
propose, appeals could only be taken from the Tax Court to the courts 
of appeals on constitutional and jurisdictional grounds. We propose 
giving a right to take a further appeal, an appeal that might deal 
with the admissibility of evidence dene the Bax Court, or with the 
propriety of the Tax Court including or excluding certain factors. 
| take it that the court of appeals would not sit in review and substi- 
tute its own judgment on amounts. But it would look into errors of 
Jaw which had occurred beyond the only two types of errors of law 
which can now be considered. 

Mr. Bers. I understand. In other words, they can review the 
facts insofar as admissibility is concerned, and the application of law 


is concerned. 
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Mr. DecueErt. That is right. Yes, sir. 


The Chairman. Any other questions? or. 
If not, let me again, Mr. Dechert, thank you for bringing to us the 


views of the Department of Defense and the administration. 

If you care to do so, you may remain in the room throughout the 
remainder of the testimony. 

Mr. Decuert. Thank you. I will be glad to listen. 


(The following material was received by the committee: ) 


GENERAL CoUNSEL OF THE DEPARTMENT OF DEFENSE, 
Washington, D.C., April 28, 1959. 
Hon. D. Mitts, 
Chairman, House Ways and Means Committee. 


Dear Mr, CuarrMan: During the course of the hearings held by your com- 
mittee on Monday, April 27, 1959, on the extension of the Renegotiation Act of 
1951, you requested that the committee be supplied with Department of Defense 
statistics on the amount of contracts awarded through formally advertised pro- 
cedures and the amount awarded by negotiation for the last 5 fiscal years. E[n- 
closed is a table setting forth this information. 

Sincerely yours, 
RoBert DECHERT. 


Net value of military procurement actions under formally advertised and other contracts, 
with business firms for work in the United States, by department, fiscal years 
1954-58 

Amounts in millions] 


Fiscal year | Fiscal year ae a Fiscal year | Fiscal year 
1954 1955 19 1957 1958 
$11, 448 $14, 930 $17, 750 $19, 133 $21, 827 
Formally advertised: 
$1, 789 $2, 386 $2, 815 $3, 321 $3, 115 
15.6 16.0 15.9 17.4 14.3 
Other:! 
$9, 659 $12, 544 $14, 935 $15, 812 $18, 712 
84.4 84.0 84.1 82.6 85.7 
eee eee $1, 946 $4, 302 $3, 831 $4, 446 $4, 852 
Formally advertised: 
$1,117 $1, 584 $1, 301 $1, 490 $1, 353 
er:! 
$829 $2, 718 $2, 530 $2, 956 $3, 499 
42.6 63.2 66.0 66.5 72. 1 
$4, 062 $4, 280 $5,642}  $5,804| 271 
Formally advertised 
$522 $605 $1, 204 $1, 346 $1, 256 
12.9 14.1 21.3 22.8 20.0 
Other:! 
EEE Ss. ee ee $3, 540 $3, 675 $4, 438 $4, 548 $5, O15 
87.1 85.9 78.7 77.2 80.0 
$5, 440 $6, 348 $8, 277 $8, 793 $10, 704 
Formally advertised 
Other:! 
ade tt $5, 290 $6, 151 $7, 967 $8, 308 $10, 198 
97.2 96.9 96. 3 94.5 95.3 


1 Includes contracts negotiated by authority of 10 U.S.C. 2304(a), and modifications made pursuant 
to the provisions of these negotiated contracts. 


The CHarirMAN. Our next witness is the Honorable Thomas 
——— Chairman of the Renegotiation Board. 
Mr. Coggeshall, we are pleased to have you with us today. 
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STATEMENT OF HON. THOMAS COGGESHALL, CHAIRMAN OF THE 
RENEGOTIATION BOARD 


Mr. CoccrsHati. Thank you, Mr. Chairman. 

I have asked to be accompanied by my General Counsel of the 
Board, Mr. Fensterstock, who is also well known to the members 
of the committee. 

I am not a lawyer or an accountant. I may say, before getting into 
my formal statement, I did have something like 25 years in foreign 
trade, foreign banking, both investment and commercial, and I have 
spent—lI will not say necessarily the better part of the last 16 years, 
but the major part of the last 16 years, connected with renegotiation. 

Under the 1942 and 1943 acts with the Air Force Board in New 
York of which I became vice chairman; with the 1948 act, Policy and 
Review Board, and Armed Services Board, I was again Air Force 
Division Vice Chairman, and Chairman after Mr. Roberts, whom 
you all know so well, came over to the Renegotiation Board; and 
with the Renegotiation Board I served on the Washington Regional 
Board, the New York Regional Board, under the 1951 act, until 
appointed to this Board 4 years ago by the President, with the ap- 
proval of the Senate, and became Chairman something over 3 years 
ago, upon Mr. Roberts’ withdrawal. 

And may I proceed with my formal statement? 

The CHarRMAN. You are recognized, sir. 

Mr. Thank you. 

I am fully mindful and appreciative of the honor of appearing 
before this committee again as Chairman of the Renegotiation Board. 

As you gentlemen know, it is the fixed policy of the Board not to 
seek its own continuance. We administer the renegotiation law, but 
we do not recommend or endeavor to initiate legislation to perpetuate 
it. However, when legislation is proposed to extend the act for a 
further period, and particularly since such proposals are usually 
accompanied by amendments to the substantive provisions of the act, 
the Board has always considered it necessary and proper to provide 
the Congress with the benefit of its experience in the administration 
of this complex and highly technical law. If we are to have renegotia- 
tion, naturally the Board is interested in helping to achieve the best 
possible system that can be drawn from the wisdom and experience 
of all interested persons. It is in that spirit that 1 speak today. 

The Department of Defense, through its able spokeman, has 
placed before your committee a proposal to implement the request 
of the President for a further extension of the Renegotiation Act. 
Since Mr. Dechert has already given a sufficient explanation of this 
proposal, I shall not encumber the record on that score with anything 
more than a simple statement that the Renegotiation Board concurs 
in that proposal and that explanation. 

Also pending before your Committee is H.R. 5123, a bill introduced 
by a member of your committee, Mr. King. This bill is far-reaching. 
It would affect probably the most comprehensive and drastic revision 
of the renegotiation process that has ever been suggested. It would 
alter the shape and concept of renegotiation beyond recognition. It 
would emasculate the process beyond all further usefulness. My 
colleagues on the Board and I are unqualifiedly opposed to virtually 
all the provisions of H.R. 5123. Our views have already been 
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communicated in detail to your Chairman, and I understand they 
will be included in the record of these hearings. I beg leave at this 
time to summarize briefly the position of the Board on H.R. 5123. 

Section 1 of the bill would extend the coverage of the act to June 30, 
1961, instead of to September 30, 1961, as recommended by the 
Department of Defense. The Board prefers the departmental recom- 
mendation because, in the event it becomes appropriate to consider 
a further extension of the act in 1961, sufficient time should be allowed 
for legislative action before adjournment in order to avoid the undesir- 
able alternative of a retroactive enactment in the succeeding session. 

Section 2 of the bill relates to the factors to be considered in deter- 
mining excessive profits. First, it would require the Board te compare 
the contractor’s costs and profits with those of other industries. 
Relevant comparisons have always been made in renegotiation pursu- 
ant to regulations, but with other contractors, not with other indus- 
tries. Therefore, to insert a statutory provision requiring com- 
parisons is unnecessary; to require them with other industries is 
unsound. Secondly, the section would add a new factor directing the 
Board to take into consideration (1) The need for financial stability 
in the defense industry and (2) The need * * * for proper financial 
incentives * * * to produce the highest degree of efficiency * * *. 
Substantially the same proposal was introduced by Representative 
King last vear. In my statement before this committee last July, | 
pointed out that such a factor was unnecessary and discriminatory, 
and that renegotiation was not the proper vehicle for carrying out a 
subsidy program to provide for the future capital requirements of the 
defense industry. I also pointed out that the act already requires 
the Board to give favorable recognition to the efficiency of the contrac- 
tor in terms more compelling than the language now suggested. 

Section 2 of the bill would also mend the existing provision that the 
Board shall take into consideration, but must publish in its regula- 
tions, any other factors the consideration of which the pubic interest 
or fair and equitable dealing may require. The amendment would 
eliminate the requirement of a published regulation. The Board 
believes that any factors which are to be taken into consideration in 
determining excessive profits should be made applicable by regulation 
to all cases and all contractors. 

The last part of section 2 of the bill would add a new special rule 
which would have the effect of exempting all agreed profits, plus 10 
percent of such profits. The term “agreee profits’ is defined differ- 
ently for each type of contract. For CPFF and CPIF contracts, it 
means the costs in the fiscal year multiplied by the profit rate agreed 
to at the outset. This is a return to the long_forbidden cost-plus-a- 
percentage-of-cost technique. For fixed-price incentive contracts, the 
term ‘‘agreed profits” means the firm target profit. This necessarily 
is based in part upon estimates of future costs, which are notably and 
perhaps unavoidably inaccurate. For all other contracts, agreed 
profits is defined as the amount specified therein or otherwise ascer- 
tainable, whatever that may mean, but not to exceed 12 percent of 
the contract price. The administrative difficulties and the unfor- 
tunate implication that would arise from such a provision are obvious. 

This special rule is a slightly altered version of the amendment 
proposed last summer by the Aircraft Industries Association. It 
would accomplish one sure result: it would destroy renegotiation. 


‘ 
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It would do this by substituting a mathematical formula or predeter- 
mined measure for the judgment factors now employed to determine 
excessive profits, and by this means it would exempt all profits agreed 
to by contracting officers around the country. Specifically, it would 
place beyond the reach of renegotiation all or virtually all the enor- 
mous profits realized by the members of the airframe industry. 
Worse still, it would exempt all subcontract profits agreed upon by 
contractois with their own subcontractors in private bargains made 
without any Government supervision or control. Finally, instead of 
being encouraged to reduce costs, contractors would be inspired to 
maintain them at least at the estimated level, because with agreed 
profits exempt, only the additional profits resulting from cost reduc- 
tions would be subject to renegotiation. This is incentive in reverse. 
It merits no congressional blessing. 

Section 3 of the bill provides that the statement of the facts and 
reasons for the Board’s determination, which under the present 
statutory provision may be required by the contractor after an order 
has been issued, shall be furnished upon request prior to the making 
of an agreement or the issuance of an order. This has been done 

ursuant to regulation ever since the creation of the Board in 1951. 
he practice is well-settled and does not require amendment. 

The next sentence of section 3 of the bill provides that the Board’s 
statement of facts and reasons, which under present law may not be 
used in the Tax Court as proof of the facts or conclusions stated therein, 
shall nevertheless be usable as proof of the reason for the determi- 
nation. This is a problem of trial technique and the law of evidence. 
The Board defers to the views of the Department of Justice thereon. 

The last sentence of section 3 provides that the Board, when it 
furnishes a statement of facts and reasons, shall also make available 
for inspection by the contractor or subcontractor all data relating to 
the renegotiation proceeding. This provision violates fundamental 
precepts of sound administrative practice. It exposes to public view 
the entire decision-making process, including reports and analyses by 
staff subordinates and other Government employees, without regard 
to how they have been evaluated and whether they have been adopted 
by the Board itself. The provision would also require the Board to 
make public the highly confidential financial data, trade secrets and 
operating techniques disclosed to the Board by competitors of the 
contractor in their own renegotiation proceedings and used by the 
Board tor comparison with the contractor. Such information has 
always been protected and should continue to be protected. If the 
Board were compelled to reveal such information, contractors would 
not submit it; and without it, renegotiation could not function 
effectively. 

Section 4 of H.R. 5123 would amend the definition of a standard 
commercial class of articles, which under existing law may be exempted 
upon application. One of the elements of this definition is that all 
the articles in a class must be manufactured of the same or substitute 
materials. Under the proposed amendment, articles would be 
treated as manufactured of the same material whenever the same 
material constitutes 90 percent or more of the total material content 
of each such article. This is hardly a mere clarifying amendment, as 
it has been characterized by Mr. King. An article manufactured 
even in part of different materials, as distinguished from substitute 
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materials, might well be a different kind of article not entitled to be 
included in the group of articles sought to be exempted as a class. 

Section 5(a) of the bill repeats the provision introduced last year 
for judicial review of Tax Court decisions in renegotiation cases. 
The Board interposes no objection to that provision. 

Section 5(b) provides that the Board’s determination shall not raise 
any presumption of correctness in the Tax Court and that the con- 
tractor shall not have in that court any burden of proving such deter- 
mination incorrect. In an opinion filed only last month, the Tax 
Court stated expressly that it attaches no presumptive correctness to 
the determination of the Board. The Board sees no reason to chal- 
lenge this statement. As for the burden of proof, I understand that 
the burden resting upon the petitioner in a renegotiation case in the 
Tax Court is no different from the burden upon a taxpayer who peti- 
tions that court for a redetermination of a tax deficiency assessment. 
It is not a burden of proving the errors alleged to have been com- 
mitted by the Board or by the Commissioner of Internal Revenue, as 
the case may be; it is simply the burden of proving the facts as the 
petitioner has alleged them. In our judgment, it 1s sound adminis- 
trative practice to accord to the determination of the Board or the 
Commissioner, not a presumption of correctness, but weight or recog- 
nition sufficient to cast the burden of proof upon the petitioner who 
seeks a redetermination. 

Section 6 of the bill would require the Board, in its annual report 
to the Congress, to include detailed financial information with respect 
to each contractor renegotiated during the year whose renegotiable 
sales exceeded $20 million, and would authorize the reports of the 
Board to be received as evidence of the facts contained therein in all 
renegotiation proceedings before the Board or in the courts. Here 
again the bill would infringe upon the financial privacy of contractors, 
and only the larger contractors at that. This would be an unwar- 
ranted discrimination. It would also seriously prejudice the work of 
the Board, which has been able, by respecting and safeguarding such 
confidential information, to settle 94 percent of all refund cases by 
agreement. Moreover, publishing the buat statistics of selected deter- 
minations would not reflect the basis for such determinations and thus 
could only mislead the courts and the public. The provision is incon- 
sistent with the entire history and philosophy of renegotiation. 

This completes my summary of the Board’s position on H.R. 5123. 
I turn now to the series of bills introduced earlier this month to amend 
the Renegotiation Act to assist small business. These are H.R. 6374 
and H.R. 6382 through 6387; all are identical except the first. The 
Renegotiation Board is in complete sympathy and accord with the 
national policy to aid and encourage small business. However, the 
Board is wholly unsympathetic to ‘the relief provisions contained in 
these bills. 

In the opinion of the Board, based upon its considerable experience 
in the administration of the act, renegotiation has ceased to be a 
substantial problem to the small business community. The Renego- 
tiation Amendments Act of 1956 raised the floor from $500,000 to $1 
million; it made the filing of a report with the Board optional for 
contractors with less than $1 million of renegotiable business in a 
year; it greatly liberalized the standard commercial article exemption, 
placing it largely on a self-applied basis; and it expanded the 1-year 
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carryforward of losses on renegotiable business to a 2-year loss carry- 
forward. ‘The Board at the same time amended its regulations to 
make it clear that subcontracting, particularly to small business 
concerns, is given favorable consideration in renegotiation. 

All these changes were favorably noted by the President’s Cabinet 
Committee on Small Business and by the President himself in his 
Economic Report of January 1957. We believe that the further bene- 
fits provided in the series of new bills are unnecessary and unwar- 
ranted. The provisions of these bills are also subject to specific 
objections, including the obvious objection that certain of them are 
by no means limited in their effect to small business but will benefit 
equally, if not principally, the larger defense contractors. 

The bills provide, first, that higher profits shall be allowed to con- 
tractors who achieve economies by contracting with small-business 
concerns. But the Board is already committed under existing law 
and regulations to giving favorable consideration to a contractor who 
achieves economies, as well as to a contractor who carries out a pro- 
gram of subcontracting to small business even without effecting any 
economies thereby. The stated policy of the Board is thus seen to 
be even more liberal to small business than is the proposed amend- 
ment, under which subcontracting to small business is not rewarded 
unless it results in savings to the Government. 

Representative McCulloch, one of the sponsors of these bills, has 
stated in his explanation of them: ‘Nearly all small businesses will 
be excluded from the direct effects of renegotiation.’? Presumably 
this exclusion would be brought about mainly by the proposed increase 
of the renegotiation floor from its present level of $1 million to $5 
million. The Board does not believe that small business, merely 
because it is small, should be relieved from the obligation to refund 
profits from defense contracts which are excessive and as such contrary 
to national policy. Of the refund determinations made by the Board 
in fiscal 1958, approximately 40 percent in number, aggregating some 
$15 million in amount, were made in cases of contractors with rene- 
gotiable sales of less than $5 million. In the national interest it 
would seem that the profits of these contractors from defense 
business should continue to be subject to scrutiny. 

As for the proposal to exclude contracts competitively bid or subject 
to price revision in computing the proposed new $5 million floor, we 
believe this provision would work an unfair discrimination. A re- 
determinable contract held by a contractor otherwise under the floor 
would be exempt; an identical contract held by a contractor otherwise 
over the floor would not be exempt. It is a novel doctrine, indeed, 
in renegotiation, that the exemption of a contract should depend on 
who holds it. Also, since it is hardly contestable that neither com- 
petitive bidding nor a provision for price adjustment provides a 
guarantee against excessive profits, it follows that neither of these 
circumstances should be invoked as a basis for exemption or exclusion. 
This comment applies equally to the competitive-bid subcontracts 
which Representative Multer, in H.R. 6374, would exclude in com- 
puting the floor and to those which he would exempt outright. 

Another provision of this series of bills pertains to the self-applied 
exemption of standard commercial articles. This provision would 
eliminate the present exemption requirement that at least 35 percent 
of the contractor’s sales of an article must be nonrenegotiable, and 
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instead would authorize exemption whenever an article is maintained 
in stock by two or more competitors of the contractor or is substan- 
tially similar to articles which two or more competitors offer for sale 
from established price lists. At least two objections to this provision 
are readily apparent. First, to permit contractors to decide for them- 
selves whether two articles are “substantially similar’ would be to 
open up this already broad exemption to the possibility of grave abuse. 
Secondly, it will be recalled that the competitive conditions test 
formerly contained in the exemption section was abandoned in 1956 
and replaced by the 35 percent criterion which, since it is based en- 
tirely upon the facts of the contractor’s own business and not on con- 
ditions in his industry, is more definite and can be more objectively 
administered. The proposed amendment would be an unwise step 
backward. 

Mr. Chairman, that is all I wish to say about these small business 
bills now. With the permission of the committee, I shall submit a 
full statement of the views of the Board on these bills, and I ask that 
such statement be made a part of the record of these hearings. 

I shall be pleased, of course, to endeavor to answer any questions 
with respect to the various proposals pending before the committee. 

The Cuarrman. Mr. Coggeshall, are the statements you referred 
to that you want in the record these two statements that are before 
us here? 

Mr. Yes. 

The CuHarrman. It is not the usual practice to place in the record 
reports of departments with respect to bills, but in view of your 
suggestion that it might be helpful to the record in this instance, if 
there is no objection, these reports will be included in the record at 
this point. 

(The reports referred to are as follows:) 


STATEMENT OF THE RENEGOTIATION Boarp on H.R. 6382 TuHroucn 6387 anv 
H.R. 6374, To AMEND THE RENECOTIATION AcT oF 1951 To Assist SMALL 
BusINEss, AND FOR OTHER PuRPOsEs, APRIL 27, 1959 


The minority members of the Select Committee of the House on Small Business 
have introduced bills to amend the Renegotiation Act of 1951 to assist small 
business, and for other purposes. H.R. 6382 through 6387 are all identical. 
H.R. 6374 differs in certain respects. 


INTRODUCTORY COMMENT 


In the opinion of the Board, based upon its considerable experience in the 
administration of the act, renegotiation has ceased to be a substantial problem to 
the small business community. The Renegotiation Amendments Act of 1956 
raised the floor from $500,000 to $1 million; it made the filing of a report with the 
Board optional for contractors with less than $1 million of renegotiable business 
in a year; it greatly liberalized the standard commercial article exemption, placing 
it largely on a self-applied basis; and it expanded the 1-year carry forward of 
losses on renegotiable business to a 2-year loss carryforward. The Board at the 
same time amended its regulations to make it clear that subcontracting, particularly 
to small business concerns, is given favorable consideration in renegotiation. 

All these changes were favorably noted by the President’s Cabinet Committee 
on Small Business and by the President himself in his Economic Report of 
January 1957. We believe that the further benefits provided in the series of 
new bills are unnecessary and unwarranted. The provisions of these bills are 
also subject to specific objections, including the obvious objection that certain 
of them are by no means limited in their effect to small business but will benefit 
equally, if not principally, the larger defense contractors. 
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Section 1. Declaration of purpose and policy 


This section of the bill declares it to be the policy of the Congress and the 
purpose of the bill to (1) encourage subcontracting to provide incentives for small 
and independent business concerns, (2) encourage subcontracting to the maximum 
extent, and (3) expand the Government procurement base to provide incentives 
and encouragement to small and independent business concerns. 

The Board subscribes to these general principles. However, if the succeeding 
sections of the bill are not to be enacted, this section obviously is unnecessary, 


Section 2. Encouragement of subcontracting 


This section provides that there shall be added to the statutory factors, at the 
end thereof, the following: ‘In determining excessive profits, favorable recognition 
must be given to economies achieved through contracting with small business 
concerns (as defined pursuant to section 3 of the Small Business Act); and a con- 
tractor or subcontractor who achieves economies through the programs of the 
Department of Defense, the Small Business Administration, or any other agency 
of the Government, to increase the share of such small business concerns in 
procurement, shall, subject to other considerations set forth in this subsection, 
be provided incentive rewards through proportionately higher profit allowances.’’ 

his provision constitutes a repetition of principles already expressed in the 
act and the long-standing regulations of the Board. The Board is required by 
the statute to give favorable recognition to efficiency and to cost reductions 
achieved by economical contracting with small business concerns, or by any 
other means. The regulation of the Board on this subject (section 1460. 14(b) (3)) 
states: 

“(i) * * * subcontracting of the kind described in this subparagraph, especially 
the extent to which subcontracts are placed with small business concerns, will 
be given favorable consideration in the renegotiation of the contractor. 

“Gi) A contractor will be given favorable treatment when, by subcontracting, 
it utilizes in the defense effort facilities and services, particularly of small business 
concerns, Which might otherwise have been ov erlooked or passed by; * * *.” 

It is apparent, then, that the Board is already committed under existing law 
and regulations to giving favorable consideration to a contractor who achieves 
economies, as well as to a contractor who carries out a program of subeontracting 
to small business even without effecting any economies thereby. The stated 
policy of the Board in this respect is thus seen to be even more liberal to small 
business than is the proposed amendment, under which subcontracting to small 
business is not rewarded unless it results in savings to the Government. 

In his explanatory remarks in the Congressional Record, Representative 
McCulloch, one of the sponsors of these bills, after complimenting the Board 
upon its regulation on this subject, stated that the amendment provided by sec- 
tion 2 might be unnecessary except for the provision in the Board’s regulation that 
a contractor “may not reasonably expect to be allowed as large a profit’? on work 
he has subcontracted as on work he has performed himself. Representative 
MeCulloch said: 

“*# * * We believe it is the desire of the Congress to make clear that a contractor 
who saves on total cost to the Government by effecting economical subcontracts 
with small business should not suffer even a little penalty, as the wording of the 
Board’s regulation implies, but rather should be rewarded by sharing in the savings 
effected. * * *” 

The quoted regulation of the Board does not deal with economies achieved 
through subcontracting. It expresses, first, the basic principle of economics 
and sound business practice that subcontracted work should not yield a contractor 
as high a profit as work done in his own plant. It then declares that favorable 
consideration will be given to the contractor who carries out a program of sub- 
contracting, especially to small business. As we have already stated, such favor- 
able consideration is given even though the contractor’s subcontracting activities 
do not produce any cost savings. When economies are effected by such a course, 
the statutory factor of efficiency and the Board’s regulations under that factor 
afford more than adequate assurance to the contractor that he will receive favor- 
able recognition for the resultant savings to the Government. 

We reaffirm, therefore, our conclusion of last summer to this committee that the 
amendment proposed in section 2 of these bills is unnecessary, because it adds 
nothing to the present act, as amplified by the Board’s regulations. 


Section 3. Minimum amounts subject to renegotiation 


This section would increase the minimum amount subject to renegotiation 
from $1 million to $5 million with respect to fiscal years ending after June 30, 
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1959. Representative McCulloch has described the primary objective of these 
bills as follows: ‘‘Nearly all small business will be excluded from the direct effects 
of renegotiation.’’ Presumably such exclusion would be brought about mainly 
by this soopenes increase of the floor to $5 million. 

The Board does not believe that small business, merely because it is small, 
should be relieved from the obligation it would otherwise have to refund profits 
from defense contracts which are excessive and as such contrary to national policy. 
The amendment would mean that no matter how unconscionable a contractor's 
profits might be, they would not be subject to review unless the contractor's 
renegotiable business for the year exceeded $5 million. Had this rule been in 
effect during fiscal 1958, approximately 40 percent of the refund determinations 
made by the Board in that year, aggregating approximately $15 million, would 
have been eliminated. This demonstrates, we believe, that contractors whose 
renegotiable business ranges from $1 million to $5 million are earning substantial 
profits which should be reviewed in the national interest. 

Even less supportable than the raising of the floor is the further provision of 
section 3 with respect to the computation of the floor. It is provided that, in 
computing the proposed new $5 million minimum, there shall be excluded all 
competitively bid contracts and all contracts subject to price revision. Such a 
provision would work an unfair discrimination. A redeterminable contract 
held by a contractor otherwise under the floor would be exempt from renegotia- 
tion; an identical contract held by a contractor otherwise over the floor would 
not be exempt. Surely the exemption of a contract from renegotiation should 
not depend upon who holds it, or, more precisely, upon the other renegotiable 
business of the holder. Also, we believe we have demonstrated to this committee 
last year and again in the present hearings that neither competitive bidding 
nor a provision for price adjustment provides a guarantee against excessive 

rofits. It follows that neither of these circumstances should be invoked as a 
asis for exemption or exclusion. 

Perhaps the most objectionable feature of the exclusion provided in section 3 
is that it would turn this measure largely, if not chiefly, into one to assist big 
business rather than small business. Under the proposed method of computing 
the floor, the contractor with, for example, $100 million of contracts containing 
incentive or price redetermination provisions would not be subject to renegotiation 
unless it had at least $5 million of negotiated contracts not subject to price revision. 
Since for the most part it is the large prime contractors who have contracts of these 
types, particularly incentive contracts, they would probably prove to be the 
principal beneficiaries of the proposed new method of computing the floor. 

The comments made immediately above apply equally to competitive-bid 
subcontracts which Representative Multer, in H.R. 6374, would exclude in 
computing the floor and to those which he would exempt outright. The Multer 
bill, in computing the statutory minimum, would exclude only subcontracts awarded 
to an unrelated subcontractor after competitive bidding by three or more responsi- 
ble and competitive bidders. It would exempt outright all subcontracts of $1 
million or less awarded to an unrelated subcontractor after competitive bidding. 


Sec. 4. Mandatory exemptions for standard commercial articles and services 

This section pertains to the self-applied exemption of standard commercial 
articles. In general, under existing law, this exemption may be taken by the 
contractor himself when an article is maintained in stock or offered for sale in 
accordance with a price schedule regularly maintained by him and when at 
least 35 percent of his sales of the article during the year are nonrenegotiable. 
The present bills would eliminate the 35 percent requirement, and instead would 
authorize exemption whenever an article is maintained in stock by two or more 
competitors of the contractor or is substantially similar to articles which two or 
more competitors offer for sale from established price lists. 

At least two objections to this provision are readily apparent. First, to permit 
contractors to decide for themselves whether two articles are substantially similar 
would be to open up this already broad exemption to the possibility of grave abuse. 
In the renegotiation study conducted in 1955-56 by the Joint Committee on 
Internal Revenue Taxation, a similar problem was considered. Pursuant to 
recommendation of the Joint Committee, the Congress amended the standard 
commercial article exemption provision to make it in part self-executing, but 
retained the requirement of an application to the Board for cases in which the 
contractor claimed exemption for an article on the basis that the article was 
identical in every material respect with an exempt article. The Joint Committee 
said (Report, p. 26): 


| 
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‘“* * * Experience has demonstrated that it is virtually impossible to establish 
fixed and precise meanings, of uniform and universal applicability, for the phrases 
‘of the same kind’ and ‘having the same use.’ Since these terms can have such a 
variety of meanings it is obvious that widespread abuse could result if they were 
thrown open to contractors to apply as they saw fit. It is recommended, therefore, 
that the requirement of a filing be retained in the case of any contractor who makes 
his claim for exemption on the basis of the substantial identity test.” 


There is little difference, from this standpoint, between determining that two 
articles are identical in every material respect and determining that they are 
substantially similar. 

Secondly, it will be recalled that the competitive conditions test formerly 
contained in the exemption section was abandoned in 1956 and replaced by the 
35 percent requirement. This criterion, since it is based entirely upon the facts 
of the contractor’s own business and not on conditions in his industry, is more 
definite and can be more objectively administered. 

In the opinion of the Board, the amendment proposed in section 4 would be a 
step backward. It is not recommended. 


Section 5. Extension of the Renegotiation Act of 1951 
Section 5 of all the bills (except the Multer bill, which concludes with section 4) 
provides for extending the coverage of the Act to September 30, 1961. 
he Board has already expressed itself as being in accord with this proposed 
amendment. 
‘ CONCLUSION 


For the reasons herein stated, the Renegotiation Board recommends against 
enactment of any of the provisions of H.R. 6374 or of H.R. 6382 through 6387, 
with the exception of section 5 of the latter bills. 


STATEMENT OF THE RENEGOTIATION BoaRD TO THE Ways AND Means Com- 
MITTEE ON H.R. 5123, a Bint To Extenp THE RENEGOTIATION AcT oF 1951 
ror 2 Years, To ProvipE AppITIONAL Factors To BE ConsIDERED IN DETER- 
MINING ExcesstvE Prorits, To Permit APPEALS From DECISIONS OF THE 
Tax Court IN RENEGOTIATION Cases, To PRovIDE FoR REPORTS TO CoNcREss, 
AND FOR OTHER PURPOSES 


This is a bill to extend the Renegotiation Act of 1951 for 2 years, to provide 
additional factors to be considered in determining excessive profits, to permit 
appeals from decisions of the Tax Court in renegotiation cases, to provide for 
reports to Congress, and for other purposes. 


SECTION 1, 2-YEAR EXTENSION 


Section 1 of the bill would extend the coverage of the Renegotiation Act of 
1951, as amended, for 2 vears from June 30, 1959 to June 30, 1961. 

The Department of Defense has recommended that the coverage of the act be 
extended for 2 years and 3 months to September 30, 1961. It has proposed this 
termination date in order to give the Congress then in session adequate time 
before adjournment to consider any further action. The Renegotiation Board 
agrees with the Department of Defense that the continuation of the renegotiation 
authority for at least 2 additional years is necessary in the public interest, and it 
also agrees that the termination date of September 30, 1961 is preferable to a 
termination date of June 30, 1961. The Board accordingly recommends that 
the coverage of the act be so extended, rather than as provided in this bill. 


SECTION 2. FACTORS TO BE CONSIDERED IN DETERMINING EXCESSIVE PROFITS 


Section 2 of the bill would amend two of the general factors already provided 
in the act and add an additional factor. It would also add to these factors a 
special rule entirely exempting certain profits from renegotiation. 

It is proposed to amend the existing factor of reasonableness of costs and 
profits by adding thereto a requirement that the Board shall consider this factor 
with particular regard to * * * a comparison with the costs and profits of other 
industries. This requirement, with no qualification as to the relevancy or the 
availability of such costs and profits, either is so vague as to be almost meaning- 
less, or, if taken literally, may be impossible of fulfillment. 
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The regulations of the Board already require comparisons wherever they can 
be validly made—not with other industries, of course, but with other contractors. 
Thus, section 1460.10(b)(1) of the regulations provides in part as follows: 

“Consideration will be given to the reasonableness or the excessiveness of costs 
and profits of the contractor. Comparisons will be made with the contractor’s 
own costs and profits in previous years and with current costs and profits of other 
contractors, if such information is available. In comparisons, uncontrollable 
variations in labor, material, or other costs will be taken into account. Particular 
attention will be given to relative changes in controllable costs such as selling 
and general administrative expense. Low costs with relation to other contractors, 
when clearly established and shown to be the result of efficiency in management, 
are especially significant and must receive favorable consideration.”’ 

It is submitted that this regulation, which echoes the regulation in effect 
during World War II (RR 411.2(1)), is sufficient. It requires the Board to take 
into consideration all relevant comparisons between the contractor and other 
contractors, irrespective of the industries involved, and with the obvious quali- 
fication that the data for comparison must be available. No more should be 
required, or need be. 

The new factor proposed in section 2 of the bill is a consolidation of the two 
factors proposed H.R. 13092, introduced by Representative King last year in the 
85th Congress. The proposed new factor directs the Board to take into considera- 
tion (1) The need for finencial stability in the defense industry, and (2) The 
need * * * for proper financial incentives under a circumstance of free enter- 
prise in order to produce the highest degree of efficiency * * *. 

In its statement to the committee appearing in the record (p. 26) of the hearings 
held last year, the Board commented as follows with respect to the first of these: 

“This provision appears to be designed to require the Board to take into 
consideration the future capital needs of any contractor who can be said to be 
part of ‘the defense industry’, in deciding whether the contractor realized exces- 
sive profits during a particular fiscal year. This presupposes that a reasonable 
profit, determined after application of the factors already contained in the act, 
is not sufficient for that purpose; and it imples that defense contractors generally 
may not have had fair and equitable treatment under the act to the present 
time. These are assumptions not supported by the facts. Renegotiation has 
not impaired the financial stability of the defense industry. The facts indicate 
that the segment of American industry which could most appropriately be labeled 
‘the defense industry’ is, after many years of renegotiation, singularly strong and 
prosperous; and the widespread acceptance of renegotiation determinations in 
the past precludes any possibility that such determinations in general were other 
than fair and equitable. 

“Tt is obvious, too, that the application of the proposed new factor would 
penalize the contractor who has made excessive aeons under present standards 
and who is well supplied with capital, by discriminating in favor of the contractor 
whose profits are equally excessive but whose capital is smaller, perhaps because 
he has distributed or even dissipated such profits. 

“If under this factor it is intended that the Board shall estimate the future 
capital needs of each member of the defense industry which comes before it, and 
then proceed to subsidize such needs with otherwise excessive profits, the Board 
respectfully suggests that it is not the agency and that the Renegotiation Act is 
not the law which should be used to carry out such a subsidy program. The Re- 
negotiation Board has traditionally been concerned only with determining the 
reasonableness of a contractor’s profits upon the basis of the various elements 
of performance which produced such profits. Surely it is not within its province 
or responsibilities to estimate and provide for the future capital requirements of 
the defense industry or any of its members.” 

In the same statement (p. 26) the Board made the following comment with 
respect to the second of the above clauses: 

“If the amendment is intended to direct the Board to take into consideration 
the need for rewarding the efficient producer in a system of free enterprise, it 
is actually less explicit than the present statutory provision dealing with the con- 
tractor’s efficiency, which provides that ‘In determining excessive profits favor- 
able recognition must be given to the efficiency of the contractor * * *’ (emphasis 
supplied). Under this provision the Board is required to give favorable recogni- 
tion to efficiency. Under the amendment it need only ‘take into consideration’ 
the need for proper financial incentives to produce efficiency. Thus, if the amend- 
ment were added it might even weaken the requirements of the Act for recognition 
and reward of the efficient contractor 


* * * * * * * 


i 


EXTENSION OF THE RENEGOTIATION ACT 59 


“If by the addition of this proposed factor it is intended to assure industry that 
the Board will give consideration to ‘bonus’ profits resulting from efficient per- 
formance under incentive-type contracts, the amendment likewise is not needed. 
The Board has always necessarily done so under the present efficiency factor, and 
has made adequate detailed provision for such consideration in section 1460.9 
(b) (5) of its regulations.’’ 

These comments are just as valid today as when the first King bill was intro- 
duced. 

Section 2 of the bill also proposes to amend section 103(e) (6) of the act, which 
requires the Board to take into consideration such other factors the consideration 
of which the public interest and fair and equitable dealing may require, which 
factors shall be published in the regulations of the Board from time to time as 
adopted. The amendment would eliminate the prerequisite of a published regula- 
tion. This, according to Representative King (87 Cong. Rec. A1923, daily ed. 
March 9, 1959), would enable the contractor to urge matters consistent with the 
public interest and fair and equitable dealing, which he is now precluded from 
presenting under the existing act. 

In the opinion of the Board, this amendment is without merit. If its purpose 
is to authorize the Board to take into consideration pertinent facts, it is unnec- 
essary. The existing law is sufficient to enable the Board to consider all facts and 
circumstances, without exception, which are necessary and proper in the making 
of fair and equitable determinations of excessive profits; and section 1460.1 of 
the Board’s regulations provides that the Board will obtain all the information 
necessary to a sound determination. If the purpose of the proposed amendment 
is to permit the Board in a given case to consider new factors, it would be highly 
discriminatory unless the same factors were by regulation made applicable to all 
cases and available to all contractors. In any case, experience has shown most 
emphatically that contractors do not consider themselves precluded by the present 
act from presenting any facts or arguments which they believe are entitled to 
consideration in the public interest or as an element of fair and equitable dealing. 


SPECIAL RULE 


Section 2 of the bill would also add a far-reaching exemption of defense profits 
by means of a provision entitled “special rule.”’ 

The Board is unequivocally opposed to this special rule. 

It provides in substance for an across-the-board exemption of agreed profits on 
all contracts and subcontracts subject to renegotiation, plus 10 percent of such 
agreed profits. For cost-plus-a-fixed-fee contracts and subcontracts, and cost- 
plus-incentive-fee contracts and subcontracts, agreed profits are defined as an 
amount equal to the costs paid or incurred in the fiscal year multiplied by the 
profit rate to which the parties agreed when the contract or subcontract was 
executed or when the target was established. In the case of fixed-price incentive 
contracts and subcontracts, agreed profits are defined to mean the firm target 
profit. With respect to all other contracts and subcontracts, the term is defined 
as ‘‘the amount specified therein or which is otherwise ascertainable, but only to 
the extent that such amount does not exceed 12 percent of the contract price’’. 

This proposal is not new. It was presented by the Aircraft Industries Associa- 
tion to the Committee on Ways and Means at the hearings on renegotiation held 
last year. The AIA proposal, however, was less ambitious. It exempted only 
the agreed profits, and not the agreed profits plus 10 percent; and it applied only 
to contracts in which the Government was entitled to share in any cost savings. 
These were stated to include, without being limited to, incentive, redeterminable, 
and cost-plus-a-fixed-fee contracts and subcontracts. The AIA proposal did not 
exempt the agreed profits on all other contracts and subcontracts up to 12 percent 
of the contract price, as does the present bill. 

Since the special rule in the present bill is simply a more far-reaching version of 
the exemption proposed to the committee by the AIA last year, the Board’s 
comments on that proposal (hearings, p. 159) are pertinent here. Particularly 
apposite portions of such comments will be set out below. 

In commenting on the special rule, we shall present first certain objections to 
the proposal as a whole, then our views on the respective parts. 


General comments 
Perhaps the most fundamental objection to the special rule goes to its under- 
lying thesis, that there should be established a level of defense profits which is 
sacrosanct, free from the renegotiation process. Under existing law, excessive 
profits are determined by the application of judgment to the facts of the par- 
40698—59——_5 
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ticular case in the light of the prescribed statutory factors. Such factors call 
for an analysis of the contractor’s efficiency, the character of his business, the 
amount of his investment therein, the risks he has assumed, the reasonableness 
of his costs, etc. These are the classic considerations for determining the reason- 
ableness of business profits; they reflect the established laws of economics, busi- 
ness and finance. For them the present bill would substitute a rigid and undis- 
criminating formula, or yardstick, applicable uniformly to all contractors and 
all industries. This would confer the stamp of reasonableness upon large amounts 
of profits which, by the tested principles that the Congress has thus far seen fit 
to employ, would be considered excessive in the public interest. 

Specifically, on the basis of actual experience, the recommended formula 
would have the effect of exempting all or virtually all the large profits realized 
by the members of the airframe industry, from whose prior proposal the present 
bill springs. 

To argue that a law which provides a floor for sales should also set a floor for 
profits is but a rhetorical nicety, with no basis in reason. A contractor’s renego- 
tiable sales up to $1 million are free from renegotiation on the theory that the 

rofits thereon, however unreasonable, cannot be large enough to warrant action 

y the Government. However, when renegotiable sales exceed $1 million, the 
Government begins to have a substantial stake in the reasonableness of the 
charge upon the public purse, and it is and should remain the national policy 
that such sales are to be scrutinized; so that the profits realized thereon, if found 
to be excessive, may be reduced to a level that is fair and reasonable in the 
circumstances of the individual case. 

The special rule has another glaring weakness which alone compels its rejection. 
It would delegate to contracting officers all over the country the power to decide 
the extent to which profits shall be exempt from renegotiation. As the Board 
pointed out last year (hearings, p. 164), “it is well to remember that the power 
to grant exemptions has been zealously guarded by the Congress in the past. 
Certain mandatory exemptions are specified in the act itself. Other exemptions, 
within stated limitations, may be granted by the Board. This authority may 
not be delegated by the Board (sec. 107(d)).” 

It is true that contracting officers work under regulations prescribed by the 
procuring departments, but within these regulations they have, of necessity, 
substantial latitude in deciding or agreeing to a‘rate or amount of profits on the 
contract. Moreover, they exercise this judgment on the basis of facts in the 
possession of, and controlled by, the contractor, whose exemption from renego- 
tiation under the special rule increases dollar for dollar with any increase he is 
able to wrest from the contracting officer in the rate or amount of agreed profits. 
Thus, contracting officers not only would be given the power of exemption from 
renegotiation, but in the exercise of such power would be subjected to substantial 
handicaps and the heaviest kind of pressure. 

But if the proposed rule is unsound in respect of prime contracts, where Gov- 
ernment employees working under Government regulations and supervision are 
charged with determining the amount of agreed profits to be exempt, it is infinitely 
worse in the case of subcontracts. Here, the public interest would literally lie 
on the bargaining table between two contractors, to be dealt with as the interests 
of these contractors dictate and without any participation or control by the 
Government in their establishment of a rate or amount of agreed profits. In our 
view, this would amount to a capricious and wholly unsupportable delegation to 
private individuals of the authority of the Congress to exempt profits from rene- 
gotiation. 

Specific comments 

A. CPFF and CPIF contracts and subcontracts.—In the case of cost-plus-a-fixed- 
fee and cost-plus-incentive-fee contracts and subcontracts, the “special rule’”’ of 
the bill provides that an amount obtained by applying the agreed profit rate to 
incurred costs, plus 10 percent of such amount, shall be exempt from renegotiation. 
This smacks of the discredited and outlawed cost-plus-a-percentage-of-cost 
contract. It means that if the contractor incurs all the costs originally contem- 
plated, the full amount of the agreed fee or target fee will be exempt from rene- 
gotiation. ( \ the other hand, if the contractor reduces costs below those con- 
templated in setting the agreed or target rate of profit, it is thereby reducing its 

rofit floor for renegotiation and some of its fee will be subject to renegotiation. 
This is incentive in reverse. It constitutes an incentive not to reduce costs but 
to maintain them at least at the estimated level. 

Basing the calculation of the profit floor on estimated costs or incurred costs, 
whichever are lower, would obviously not overcome this reverse incentive; and 
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basing it on estimated costs alone would be equally objectionable because, as we 
shall show in greater detail below, cost estimates on large undertakings are too 
seldom reliable. 

B. Fixed-price incentive contracts and subcontracts —For these contracts and 
subcontracts, the ecial rule provides that the firm target profit plus 10 percent 
thereof shall be exempt from renegotiation. The firm target profit in an incentive 
contract is usually expressed as a percentage of the target cost. It is a negotiated 
figure, representing the profit considered reasonable for performance of the con- 
tract if the target cost proves to be the actual cost. The target cost is an estimated 
figure negotiated after partial performance of the contract; it is based upon costs 
already incurred and estimated future costs. 

It is apparent, therefore, that the amount and reasonableness of the target 
profit in an incentive contract are wholly dependent upon the accuracy of the 
underlying cost estimates. In proposing that the target profit be exempted from 
renegotiation, the present bill necessarily vouches for the reliability of such cost 
estimates. In so doing, the bill falls into the same fatal error that characterized 
and invalidated the similar proposal made last year to your committee by the 
Aircraft Industries Association. The comments of the Board on that proposal 
(hearings, pp. 159-185) are therefore fully applicable to the present proposal. 
To the extent that those comments were addressed to the unreliability of contract 
cost estimates (pp. 161-162), they are repeated here for the convenience of the 
committee: 

“The basie premise of the association is unsound because it assumes that the 
cost estimates used in contract negotiations are always sound and realistic. 
This is notoriously untrue; and necessarily so, because such estimates must 
include forecasts of future costs as well as consideration of past costs. It goes 
without saying that future costs cannot always be predicted accurately on the 
basis of past costs. In the evaluation of cost estimates, the Government nego- 
tiator is at a tremendous disadvantage in negotiating with the contractor. This 
bargaining inequality and its consequences have been well stated in the sub- 
committee staff report recently submitted to the House Committee on Appropria- 
tions, House of Representatives (84th Cong., 2d sess., 22 (1957)): 

The staff focused its contract review efforts in the area of cost-plus-fixed 
fee, fixed price incentive, and fixed price redetermination types of contract. 
There is no essential difference in the basic problems involved in these type 
contracts. All three are based on estimated targets. These estimates are 
developed and furnished by the prospective contractors, usually in the case 
of military items—on rather vague or often incomplete specifications. The 
major weakness in the system is the Government’s inability to evaluate the 
estimate. 

All estimates have contingencies. It is this area that is difficult for any 
Government negotiator to evaluate. If the negotiator had access to the 
contractor’s working papers of estimates, some realistic evaluation could be 
made of the contractor’s figures. No issue, however, is ever made of this 
area and the contractor has a tremendous advantage at the negotiating table. 

The only area of continual evaluation is the profit area. The Govern- 
ment negotiator battles continuously to better his position in the profit area 
but since he does not have access, other than indirectly, to the major cost 
factors of labor and engineering overhead on which the profit is based he is 
working in a vacuum of statistical ratios where slight errors of judgment or 
evaluation lead to sizable increases of profits to contractors. In the sub- 
eset area there appears to be even less control of cost. [Italics 
supplied. 

“Nor ola one lose sight of the fact that the contractor can exercise a large 
measure of control over the all-important firm target cost by its control (or lack 
of control) of costs during the period prior to the establishment of the firm target 
cost. With respect to this point, the staff report, previously identified, in speaking 
of incentive contracts, says (p. 27): 

The theory of this type of contract is good but its effectiveness is very 
largely dependent upon the establishment of a reasonably accurate firm 
fixed target price at an early date. 

Firm target prices should be based on actual cost experience. Unless such 
costs are carefully controlled during the period prior to the establishment 
of a firm target price the incentive might well be to increase cost rather than 
reduce cost. 

“Renegotiation is the only safeguard, under present law, against excessive 
profits resulting from targets based on costs not adequately controlled.”’ 
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It should also be obvious that if the full amount of the firm target profit were 
exempt under the proposed ‘special rule,” the contractor would be discouraged 
from reducing costs because to do so would only subject the additional profits to 
renegotiation and thus subject the contractor’s operations to the scrutiny of the 
Renegotiation Board. On this aspect of the Aircraft Industries Association 
proposal last year, the Board made the following comment (hearings, pp. 163-164): 

““Moreover, by making part of the profits from incentive contracts subject to 
renegotiation and part free from it, the proposed amendment would inject a new 
and harmful factor into procurement. It would encourage contractors to exert 
pressure for higher and higher renegotiation-free target profits, and at the same 
time would weaken the incentive to reduce costs below target because only the 
profits resulting from such reduction would be subject to the sibility of rene- 
gotiation. These undesirable consequences may be avoided by not splitting 
incentive profits into the artificial segments proposed by the association.” 

C. Other contracts and subcontracts.—For all contracts and subcontracts other 
than those considered specifically above, the special rule provides an exemption of 
the profits realized thereon to the extent of “the amount specified therein or which 
is otherwise ascertainable, but only to the extent that such amount does not 
exceed 12 percent of the contract price.’”’ Here, too, there is little or no incentive 
for the contractor to reduce costs and thus bring itself within the jurisdiction of 
the Renegotiation Board with respect to the resulting additional profits. Also, 
obvious administrative difficulties would be created by the necessity of determining 
whether each contract and subcontract involved in a renegotiation specified an 
agreed profit, or whether an agreed profit was ‘‘otherwise ascertainable.’’ These 
difficulties are not lessened by the suggestion of Representative King (Con- 
gressional Record, supra) ‘‘that the departments may adopt rules where appropri- 
ate to identify the profits agreed upon by the parties.’’ Finally, it takes but a 
moment’s reflection to recognize that, on the basis of demonstrated earning power, 
a profit floor of 12 percent would exempt all the profits realized on these contracts 
and subcontracts by companies in certain industries, notably the airframe in- 
dustry, but only a portion of the profits of companies in other industries, for 
example, the chemical industry. Such an arbitrary difference in treatment is 
plainly discriminatory; it is also subject to the doubtless unintended implication 
that the profits of any company on these contracts and subcontracts may well be 
excessive under the act if they exceed 12 percent. It is not unlikely that this 
part of the special rule is its most mischievous provision. 

In summary: the special rule of the bill would protect by outright exemption 
the agreed profits on all contracts and subcontracts subject to the act, plus 10 
percent of such profits. In the judgment of the Board, the foregoing analysis 
demonstrates clearly that an amount or rate of profit acquires no sanctity from 
the mere fact that it was agreed to by the parties either when the contract was 
executed or when the firm target profit was set. A profit amount or rate does not, 
by being agreed to, automatically become reasonable. The agreed profit is 
based upon estimates of future costs. If these estimates are wrong for any reason, 
then the agreed profits may become unreasonable. Inevitably, too, no incentive 
to reduce costs would be left to the contractor by a law providing that only the 
additional profits resulting from cost reductions are subject to renegotiation. 
These undesirable consequences, together with the other objections mentioned 
above, call for the disapproval of the so-called special rule. For the reasons 
stated above, the Board also recommends against the enactment of the other 
provisions of section 2 of the bill. 


SECTION 3. RENECOTIATION PROCEEDINGS 


Section 3 of the bill provides for three changes in section 105(a) of the present 
act. The first relates to the statement of ‘‘the reasons and facts used 28 a basis” 
for the Board’s determination, which under the present statutory provision is fur- 
nished only after an order has been issued. The bill provides that this statement 
will be furnished upon request after the Board has made a determination of ex- 
cessive profits, but “prior to the making of an agreement or the issuance of an 
order.” 

It is true that the statutory statement required by the act is furnished only 
after an order determining excessive profits has been issued, but section 1477.3 of 
the Board’s regulations already gives contractors precisely the same right as that 
provided in the first sentence of the proposed amendment. This regulation 
provides in part as follows: 

‘‘When a regional board or the Board has made a determination of excessive 
profits and the contractor is unable to decide whether to enter into an agreement 
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for the refund of such excessive profits, the regional board or the Board, as the 
case may be, will furnish the contractor a written summary of the facts and 
reasons upon which such determination is based * * *,” 

This provision of the regulations has been in effect since 1952. When coupled 
with the present statutory provision for a statement after the issuance of an 
order, it assures the contractor of an expression of the Board’s views not only 
prior to final action, but also after final action. The contractor’s right to the 
latter statement is eliminated by the proposed amendment. The Board believes 
that the existing procedure for the issuance of statements is satisfactory and does 
not require amendment. 

The second sentence of the amendment proposed in section 3 of the bill repeats 
the present statutory provision that the Board’s statement of facts and reasons 
“shall not be used in the Tax Court of the United States as proof of the facts or 
conclusions stated therein,” and then adds “‘but may be used as proof of the reason 
for such determination.’”’ The added language would effect a change in present 
technique in the trial of renegotiation cases in the Tax Court. The Government 
is represented in such cases by the Department of Justice. The Board accord- 
ingly defers to the views of the Department of Justice on the desirability of this 
change, and expresses no opinion of its own on this evidentiary problem. 

The last sentence of the proposed amendment provides that at the time the 
Board furnishes a statement of facts and reasons, it shall also ‘‘make available for 
inspection by the contractor or subcontractor all data relating to the renegotiation 
proceeding.” 

This provision of the bill violates fundamental precepts of sound administrative 
practice because it spreads upon the public record details of the research and 
analysis conducted by the Board preparatory to its determination. Such details 
may be relevant or they may be irrelevant. They may reflect facts which have 
been accepted as such by the Board, as well as representations as to facts which 
have not been accepted. They may include analyses by staff members found to 
be faulty, as well as analyses found to be sound. In brief, these details, unless 
and until evaluated by the Board as reflected in the statement of facts and reasons, 
are, as they should be, a protected part of the decision-making process. This will 
become even more apparent from a further description of what is involved. 

The amendment calls for the production of ‘‘all data relating to the renegotiation 
proceeding.”’ The major part of such data is the financial and other information 
furnished by the contractor itself and therefore not an issue under the proposed 
amendment. But the amendment would also make available to the contractor, 
ane pews subject to publie disclosure, the following types of information 
and data: 

(1) Data pertaining to competitors of the contractor.—This information includes 
not only the financial data submitted by competitors of the contractor in connec- 
tion with their own renegotiation proceedings, and the results of such proceedings, 
but also various details of technical processes which such competitors have 
developed, their methods of operating, their management techniques, and other 
highly confidential information. Renegotiation cannot function effectively 
without the cooperation of contractors in submitting this type of confidential 
information. If the Board were compelled to divulge it to others, contractors 
would refuse to submit it. A requirement of the type proposed would depart 
from the traditions of free competitive enterprise by making the trade secrets 
and operating techniques of one contractor available to another and by revealing 
financial data which contractors desire to keep confidential. No law to compel 
contractors to supply such information in renegotiation would be an adequate 
substitute for the voluntary cooperation upon which renegotiation relies at 

resent. 

: (2) Reports and analyses of Government employees.—It is fundamental that 
subordinate employees should not be placed in the position of having to take the 
responsibility which by law is placed upon their superiors, in this instance the 
Board itself. The proposed amendment is contrary to this basic concept. By 
making the reports of employees available to contractors, it would expose the 
employees themselves to the most rigorous kind of pressure and counteraction, 
even though their reports are significant only if and when they are adopted by 
the Board as its own. 

Such a rule would tend to destroy the decision-making process. It would 
become difficult, if not impossible, to elicit from employees, whether in the 
Renegotiation Board or some other department of the Government, the candid 
reports and analyses necessary to the formulation of decisions. It is the responsi- 
bility of the Board to arrive at the facts and then to make a decision and support 
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its judgment with sound reasons. The destructive effect of shifting this responsi- 
bility in part to subordinates cannot be overestimated. 

(3) Reports on subcontractors by prime contractors or higher-tier subcontractors.— 
At present the Board obtains a limited amount of information from these sources. 
It is furnished on a purely voluntary basis but can be useful in a given case. 
Such sources of information would hardly continue to be available if the proposed 
amendment were adopted. It is safe to say that members of the business com- 
munity would not be likely to subject themselves voluntarily to the possible 
ill will of those with whom they have business relationships by cooperating with 
the Renegotiation Board. And again, information from such sources actually 
is irrelevant unless the Board adopts it in shaping its decision. 
oa reasons stated, the Board is opposed to the adoption of section 3 of 

e bill. 


SEC. 4. EXEMPTION FOR STANDARD COMMERCIAL ARTICLES 


This section provides that one of the criteria which a “standard commercial 
class of articles’”’ must meet in order to be exempt be amended to provide that 
“articles shall be treated as manufactured of the same material whenever the same 
material constitutes 90 percent or more of the total material content of each 
such article.”’ 

The clause to which the proposed language would be added now provides that 
all the articles in the class must be “of the same kind and manufactured of the 
same or substitute materials (without necessarily being of identical specifica- 
tions).’’ In addition to this requirement all the articles in a standard commercial 
class of articles must be “‘sold at reasonably comparable prices’’ and at least 35 
percent of the aggregate sales of all the articles in the class must be in nonrene- 
gotiable channels during the year in question. 

Since Representative King did not include an explanation of this section of the 
bill in his remarks in the Congressional Record (37 Congressional Record, A1923, 
daily ed. Mar. 9, 1959), and since the purpose of the amendment does not clearly 
appear from its language, the Board can only surmise what it was intended to 
accomplish. At the very least it is apparent that what section 4 proposes is not 
a mere “‘clarifying’’ amendment; with that label, as assigned by Mr. King, the 
Board respectfully differs. 

The present act provides that all articles in the class must be ‘“‘manufactured of 
the same or substitute materials.’”’ This language has been interpreted to 
permit the use of substitute materials in whole or in part. It does not permit the 
use of wholly different materials, which might entirely change the character of the 
article in question. An article made in part of totally different material would 
not be likely to remain the same “‘kind”’ of article as the others in the class, and 
would in all probability not be sold at prices ‘‘reasonably comparable’ with 
those of the other articles in the class. 

Assuming, then, that this amendment is intended to permit the partial use of 
different (not substitute) materials, it is completely out of harmony with the 
other provisions of the commercial exemption, and it would fail to accomplish 
any purpose because of the other requirements of a ‘‘standard commercial class 
of articles.” 


SEC. 5. PROCEEDINGS BEFORE THE TAX COURT IN RENEGOTIATION CASES 


This section of the bill provides for judicial review of Tax Court decisions in 
renegotiation cases and reverses the present rule of the Tax Court on the burden 
of proof in such cases. 

he proposal for judicial review is the same as that proposed in section 4 
of H.R. 13092 introduced by Representative King in the 85th Congress. The 
position of the Board on that proposal was set forth in the statement of the 
Chairman appearing on page 113 of the hearings on renegotiation held by your 
committee last year: 

“In my letter of July 11, 1958, to the chairman of your committee, speaking 
on behalf of the Board, I recommended against amending the act to provide for 
judicial review of Tax Court decisions in renegotiation cases. 

“The Board sees no need for such a change, since in our view the decisions 
of the Tax Court have been generally sound and supported by substantial evi- 
dence. 

‘“‘However,-as a result of our further consultations with representatives of the 
Department of Justice, we understand that the proposed appeal procedure would 
not impose any severe burdens upon the Government and would probably not 
delay unduly the final completion of litigated cases. 
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“Therefore, since the right of judicial review of excessive-profits determinations 
appears to be regarded by some as a valuable safeguard to contractors, the Board 
interposes no formal objection to section 4 of the bill.”’ 

The Board is of the same view today. 

Section 5 of the bill also provides that in the Tax Court no “presumption of 
correctness’”’ shall attach to the Board’s determination, and that the contractor 
shall not have ‘‘any burden of proving such determination incorrect.’’ No such 
provision appears in the present act, which provides simply that the Tax Court 
proceeding ‘‘shall not be treated as a proceeding to review the determination of 
the Board, but shall be treated as a proceeding de novo.’’ The Tax Court, by its 
rule 32, has placed the burden of proof on the petitioner in renegotiation cases. 
Rule 32 reads as follows: 

“The burden of proof shall be upon the petitioner, except as otherwise provided 
by statute, and except that in respect of any new matter pleaded in his answer, 
it shall be upon the respondent.” 

This rule is but another ag of the traditional principle of Anglo-Saxon 
jurisprudence that the burden of proof rests upon the moving or petitioning 
party, the party who seeks to invoke the power of the court. The petitioner in 
a renegotiation case in the Tax Court is the contractor, and the burden is cast 
upon him to prove the allegations of his petition. It is important to remember 
that it is not his burden to prove that the Board was wrong in its determination 
of excessive profits or in its disposition of any intermediate issues; indeed, the 
Tax Court has consistently barred evidence of the Board’s rulings or opinions. 
The burden that the petitioner must sustain is, rather, the burden of proving the 
facts as he has alleged them, without regard to what the Board has done, and of 
persuading the court to the conclusions to be drawn from them. This is the 
same burden that rests upon a taxpayer who petitions the Tax Court to review 
a deficiency assessment imposed by the Commissioner of Internal Revenue. 

In Nathan Cohen v. Secretary of War (1946), 7 T.C. 1002, Judge Opper, speak- 
ing for the Tax Court in a leading renegotiation case, refers at the outset of his 
opinion to rule 32 and then continues as follows: 

“There is nothing in the statute forbidding expressly or by implication the 
result thus arrived at by the rules that the present petitioner has the burden of 
proof with respect to any amount up to that originally determined as excessive, 
and that the respondent has the burden in respect to any additional amounts 
proposed for the first time in his answer in the present proceeding. The legisla- 
tion, it is true, emphasizes the independence of proceedings for redetermination 
of excessive profits and refers to them as ‘de novo.’ There is little doubt that it 
was intended that the evidence taken and the judgment exercised should to no 
extent be limited by that of the Renegotiation Board or a Secretary. 

“Nevertheless, the mechanical requirements of any litigation call for some 
method by which the inertia of even balance can be eliminated. Upon one of the 
parties there must be placed the obligation to initiate the proceeding and to go 
forward by placing in evidence some basis for its disposition. Similarly, when at 
any other point in the hearing the opposing evidence is of substantially equal 
strength, the necessity for some conclusion likewise exists. That situation is the 
traditional and classic occasion for application of principles dealing with the 
burden of proof. See Abrath v. N.E. Ry. Co., L. R. 11, Q.B. Div. 440, 455; 11 A.C. 
247; Jones, ‘“The Law of Evidence,” 3d ed., 238; Thayer, ‘‘A Preliminary Treatise 
on Evidence,” 357, 358; Pennsylvania Railroad Co. v. Chamberlain, 283 U.S. 
333, 339; District of Columbia v. Vignau (App. D.C.), 144 Fed. (2d) 641. There 
is no reason to assume that Congress intended such problems in renegotiation 
cases to be incapable of solution; and there is every justification for the belief 
that, when jurisdiction in such cases was entrusted to the Tax Court, it was on 
the assumption that its procedure and practice would be adopted as far as reason- 
ably consistent with regnegotiation proceedings.” 

It does not follow, as Representative King’s bill and supporting comments 
suggest, that a presumption of correctness attaches to the determination of the 
Board by reason of the fact that the burden of proof has been placed upon the 
petitioner in the Tax Court. This was made clear by the Tax Court itself in the 
very recently decided case of The Finnie Company v. United States of America, 
31 T.C. No. 122 (opinion filed March 24, 1959). In that case the Court once again 
declared that the burden of proof in renegotiation cases rests upon the petitioner, 
but not because of “any presumptive correctness attaching to the determination 
of the Board.’’ The Court said: 

‘“* * * In any event, by statutory directive, a proceeding in this court to 


determine the amount, if any, of excessive profits is not a proceeding to review the 
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determination of the Renegotiation Board, or any interdepartmental determina- 
tion. Rather, it is a proceeding de novo in which the burden of proof is upon the 
petitioner, except that in respect to any new matter pleaded in the answer it is 
upon the respondent, a burden which is placed there by rule 32 of the Tax Court 
Rules of Practice, and not by any presumptive correctness attaching to the deter- 
mination of the Board. Nathan Cohen v. Secretary of War, 7 T.C. 1002 
(1946). * * *” 


The court then went on to analyze the evidence adduced at the trial, and on the 
basis of such evidence changed the agency determination of excessive profits— 
plainly a de novo redetermination. 

The Board sees no reason to question this unqualified assertion and demonstra- 
tion by the Tax Court that it does not presume the Board’s determination to be 
correct and that its rule on the burden of proof does not invest the Board’s deter- 
mination with any such presumption. Accordingly, the Board is opposed to 
section 5 of the bill. 

SEC. 6. REPORTS TO CONGRESS 


Section 6 of the bill would amend section 114 of the act pertaining to the Board’s 
annual report to the Congress. It would require the Board to include in the 
report, with respect to each contractor renegotiated during the year whose re- 
negotiable sales exceeded $20 million, the following statistical data: the renego- 
tiable sales and profits, divided according to types of contracts; the profits, if any, 
determined to be excessive; the net worth, and the amount of public and private 
capital employed, allocable to renegotiable business, at the beginning and end of 
the contractor’s fiscal year. Section 6 also provides that ‘‘the reports of the 
Board shall be received as evidence of the facts contained therein in all proceed- 
ings before the Board under this act and in all judicial proceedings involving this 
Act.’’ Both of these provisions are additions to the present Act. 

The first requirement of this section of the bill would overturn one of the features 
of renegotiation most favored by industry in general, namely, that renegotiation, 
like tax assessment, is conducted privately with the contractor, and the results 
are not made public except by the contractor itself, either in a petition to the Tax 
Court, a report to stockholders, or otherwise. In the opinion of the Board this 
policy of private renegotiation is one of the chief reasons why 94 percent of all 
refund cases are settled by agreement and only 6 percent require the issuance of 
orders, with an even smaller percentage going to the Tax Court for redetermina- 
tion. 

Further, it is discriminatory to single out contractors with $20 million of 
renegotiable sales for such publicity treatment. If the proposed amendment is 
sound, it should apply to all contractors; and if it were so applied, the detrimental 
effect would be multiplied by placing upon a public record the statistical facts 
about many hundreds of defense contractors. Any such wholesale publicity 
would, in the judgment of the Board, constitute an unwarranted infringement upon 
- a privacy of contractors and would seriously impede the work of the 

ard. 

Perhaps more important is the fact that these figures would not be of any real 
value to anyone. The bare statistics to be revealed under the proposed amend- 
ment would not reflect the basis for the Board’s action in any case. The Board’s 
action is based upon an analysis of all the facts of the case under the statutory 
factors set forth in the act. These include non-statistical as well as statistical 
facts and analyses. Therefore, any publication of the results in specifie cases, 
in terms of statistics only, might and very likely would present a misleading pic- 
ture. It is for this very reason that renegotiation is not based upon the applica- 
tion of a mathematical formula. 

The amendment proposed in section 6(b) of the bill provides that the Board’s 
annual report ‘‘shall be received as evidence of the facts contained therein in all 
proceedings before the Board under this act and in all judicial proceedings in- 
volving this act.” 

This amendment is directly related to the proposed publication of the statistical 
data referred to above. Representative King has stated (Congressional Record, 
supra): “Not only will this information be of interest to the Congress and the 
public but it will be in such form as to assure its use in Tax Court proceedings 
involving renegotiation determinations.” 

If the desired statistica) data is not to be published in the Board’s annual re- 
port, then the amendment proposed in paragraph (6) is unnecessary. But this 
amendment points up the fallacy of the entire plan. No court would consider 
mere statistical data on other renegotiation cases, involving other facts and the 
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rights of other parties, as relevant or material to the issues before it. This 
amendment, by making the annual report evidence of the facts contained in it, 
attempts to foist just such evidence upon the courts. The Board, of course, 
already has before it all the facts of other cases and endeavors to treat all con- 
tractors as consistently as the facts of the respective cases warrant. To attempt 
by legislation to make the partial facts represented by these statistics relevant 
and material, might be considered an unwarranted interference with the judicial 
process. 
CONCLUSION 


The Renegotiation Board supports the proposal submitted by the Department 
of Defense for amendment of the act, including the proposed extension to Se 
tember 30, 1961, instead of June 30, 1961, as provided in section 1 of H.R. 5123. 
For the reasons stated above, the Renegotiation Board is opposed to the enact- 
ment of any of the other sections of this bill, with the exception of the provision 
for judicial review, and with the further exception that it takes no position with 
respect to the amendment proposed in the second sentence of section 3 thereof. 

The CHarrmMan. Mr. Coggeshall, we appreciate your bringing to 
us the thinking of the Renegotiation Board on these various bills and 
the matter of extending the Renegotiation Act. 

Mr. King will inquire, Mr. Coggeshall. 

Mr. Kine. Mr. Coggeshall, through circumstances completely 
beyond my control, I have not read your statement, and your reading 
of it is the first that I have known of the views of your Board. 

Mr. CoaersHaLtt. The committee requested a statement about 
2 weeks ago. 

Mr. Kine. I am aware of that. 

Mr. CoacrsHaLut. That was March 31. 

Mr. Kine. It would seem, though I do not wish to be at all unfair, 
that regardless of who has ideas concerning amendments to this act 
under which your Board proceeds, not too much of it is valid or even 
worth considering. I do not like to use the word “inflammatory,” 
but if I was one that could be inflamed easily, I would be inflamed. 

You state that the bill is far-reaching. Of course, I will not deny 
that. But one of its principal provisions, you say, would alter the 
shape of renegotiation beyond recognition. ‘It would emasculate the 
process beyond all further usefulness.” 

Now, I did not dream up this bill. I take no pride in authorship of 
its provisions. But if I were to believe that statement, I would feel 
that the people who have been interested, substantial and fine people 
that I have consulted with, not only this year but last year, were 
really reckless with the facts that they had related to me in these 
long discussions. 

Now, then, [ have marked this effective date thing. That is not 
important. You choose September. I choose June. I do not know 
whether there is a material difference there that would warrant even 

Mr. CocersHaLL. We just fell in line with the suggestion of the 
Department of Defense, based on past experiences, to avoid any 
possible retroactivity, which is very annoying. 

Mr. Kina. I think I would prefer your date, just looking at it. 

You laid some stress on the fact that you had finally agreed as to 
the right of a contractor to go beyond the Tax Court and have his 
day in Federal Court. 


Mr. CoccrsHartyu. We did that last year, Mr. King may remember. 


We interposed no objection. We withdrew an original opposition. 
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Mr. Kina. If my memory serves me, Mr. Coggeshall, I think I had 
to sort of wangle that out of you at the completion of your statement. 

Mr. CoacrsHa.y. We had already taken a position 10 days before 
it became administration policy, and we withdrew at this hearing. 
We interposed no objection. We had sent our remarks over as we 
did in the case of your bill, about 2 weeks before it jelled. 

Mr. Kina. It seemed to me that no mention was made of that, and 
I had to deal with you in questions to have you agree that it might 
be all right, or was all right. 

Mr. CoacrsHatu. We did it when Mr. Forand, I believe, presided, 
in the afternoon. It was arranged that I would have the opportunit 
to state the reconsidered position of the Renegotiation Board, whic 
I did, and entered a formal statement that is in the record. 

Mr. Krnc. That is, you reconsidered between the morning and the 
afternoon. 

Mr. CoacesHaLL. No. Our other statement had already come 
over on that bil). The formal statement to the chairman of the com- 
mittee had come over about 2 weeks before. 

Mr. Kine. As our former esteemed chairman, Mr. Cooper, used to 
say, these questions are only for information, Mr. Coggeshall. 

Mr. CoGGEsHALL. Certainly, sir. 

Mr. Kina. But before I go into the next portion of your statement 
I want to reiterate that as far as I know, every entity in the air frame 
industry and in a considerable number of other industries have read 
my bill and are in accord with its provisions. This endorsement 
should be kept in mind in weighing your next criticism. 

Now, reading from your statement, you argue that one of the pro- 
visions of my bill— 
violates fundamental precepts of sound administrative practice. It exposes to: 
public view the entire decision-making process, including reports and analyses 
by staff subordinates and other Government employees, without regard to how 
they have been evaluated and whether they have been adopted by the Board 
itself. The provision would also require the Board to make public the highly 
confidential financial data, trade secrets and operating techniques disclosed to the- 
Board by competitors of the contractor in their own renegotiation proceedings. 

Now, either the me nresponsible to their superiors within this indus- 
try, the air frame and other subsidiary and related industries, did 
not read my bill—because I cannot believe that they would approve 
the provisions of my bill to date without an exception if they read 
into the bill your apprehensions of what would happen—or they must 
have been aware of some method or proceeding by which such dis- 
closures could be avoided. 

Why would the principals in this great industry, using the state- 
ment of one of the gentlemen here this morning, “buy this bill,” if 
it would disclose that sort of information, that no large or small 
business enterprise would countenance? 

Mr. CoacrsHaLu. May I attempt to answer it? 

My surmise, if you will allow me, as I have seen the provisions for 
the special rule, counting up the profits with an override of 10 per- 
cent—I do not think we would have to face up to the contractors, 
or they to us. It would set up what J would call a kind of sanctuary 
or fortress, with a moat around it 5 feet wide. That is the 10 percent 
override. And there would be nothing for us to pass on as to whether 
a formula would be substituted for a judgment process. 


4 


EXTENSION OF THE RENEGOTIATION ACT 69 


It is just as far removed from the Renegotiation Act of 1951, or 
1948, the adoption of which was recommended by the President’s Air 
Policy Committee, headed by Mr. Finletter, and Mr. McCone, now 
Chairman of the Atomic Energy Commission—just as far removed 
from those and the 1943 act and the 1942 act, the very first, as that 
was removed from the Case amendment to the Vinson Act, which 
was passed in this House of Representatives sometime I think in 
March, late March or early April, 1942—I was not connected with it 
then. I was overseas in Spain, with the Reconstruction Finance 
Corporation. The Case amendment to the Vinson Act had a flat 
formula, 6 percent on all contracts and subcontracts prior to Federal 
tax; very simple, very easy to administer. The Treasury would have 
done it. And Judge Patterson, I think then Assistant Secretary of 
War opposed it—it had passed the House unanimously. And that 
originated with the Military Appropriations Committee or Armed 
Services Committee, I think, and then it went to the Senate, and 
Judge Patterson asked them to hold up until he suggested a renegotia- 
tion process. He said the 6 percent might be altogether too little in 
some cases, such as those requiring new plant, new equipment, and on 
the other hand it might be altogether too much for the people who 
made stock items for the Quartermaster Corps and would sell 10 times 
as much as they ever did before, like shoelaces or shoes or what-have- 
you. 
~ So the Armed Services Committee of the Senate did set forth the 
first Renegotiation Act, which was accepted in the House by Repre- 
a Case, and he accepted the substitution of the first Renegotia- 
tion Act. 

But that was not a formula; that was a judgment process. And, 
as I say, one is as different from the other as day from night. This 
proposal, Mr. King, with all due respect—as I say, I have lived with 
it through the major part of 16 years—is entirely different from what 
is known as renegotiation, completely and entirely different. 

If you think that is a better thing to do, it is the privilege of the 
committee to recommend to the House and the House to adopt it. 
But we were asked for our views. This is not a continuation of 
renegotiation. I think it would be incumbent upon me at the 
conclusion, if that were it—we would certainly find that there was 
nothing for renegotiation to do but to cut out paper dolls. 

Mr. Kina. I respect your views, Mr. Coggeshall. I do not want 
you to think otherwise. I respect views of the men who sat in and 
consulted with me on this bill. I think you are right when you say 
that the proposals of my bill are different. Some people feel they 
should be different. I am not ready to judge. But it seems you 
have laid quite a bit of stress on this one phase, and the only reason 
I am bearing on it is that it is difficult for me to believe that the great 
industries throughout the country that are subject to renegotiation 
could sit still with their competent business advisers and read this 
bill and consent to have their secrets and their trade practices and 
whatever else they might wish to keep close to their bosom made 
public. And it is only because you lay considerable stress on it that 
I am dealing with it. 

Mr. CoGGrsHa.u. Because our reports make comparison with one 
company and another, and they are not disclosed to the contractor. 
They may not be aware of how much we make comparisons, how 
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Mr. Kine. In fact, the title of my bill is about the only thing you 
‘are in agreement with. 

Now, section 6 of the bill, according to your statement: 

* * * would require the Board, in its annual report to the Congress, to include 
detailed financial information with respect to each contractor renegotiated dur- 
ing the year whose renegotiable sales exceeded $20 million, and would authorize 
‘the reports of the Board to be ‘“‘received as evidence of the facts contained therein”’ 
in all renegotiation proceedings before the Board or in the courts. Here again 
‘the bill would infringe upon the financial privacy of contractors, and only the larger 
vontractors at that. 

Now, I will stop there, because some of them have been queried as 
to what they thought of the provisions of my bill. Not one has raised 
an objection. You do. 

Mr. CoaecrsHaALt. May I remark that the people with whom you 
consult represent a very fractional portion of industry that comes up 
for renegotiation. And those that have elected to go to the Tax 
Court—naturally, at that stage, their records have become public 
property. But the great majority of contractors we see have not 
gone to the Tax Court of the United States, and their records have 
not become public property. 

I think that is the explanation. I know of no company that has 
not gone to the Tax Court, or not belonging to a very small group, 
that have gone to the Tax Court, that is not definitely opposed to it. 
I know of none. 

Mr. Kine. Well, we should get our information together. It helps. 
We both work for the Government. I am getting one story. You 
are getting another. 

ould you end your criticism of section 6 by this sentence: 

The provision is inconsistent with the entire history and philosophy of re- 
negotiation? 

Mr. CocGcrsHatt. Yes. May I back that up by saying that each 
of my predecessors who had occasion to deal with the Congress, lastly 
Mr. Roberts, General Hirsch, and Joe Dedge—I do not know about 
Mr. Koehler—he resigned in 1953, before it became the issue it did 
in the war, but General Hirsch appeared before congressional com- 
mittees and persuaded the Congress not to make public the settlements 
with individual contractors. Mr. Roberts persuaded Mr. Mills’ 
pavenoceas. Mr. Cooper, and Mr. Reed before him. And at no time 

as the Congress of the United States asked us to make the settlement 
with any individual contractor a public record. The only ones that 
have become public property are where they go to the Tax Court 
of the United States. We do not make them public. Occasionally 
contractors put in their own statements to their stockholders that they 
have been through renegotiation and either been cleared or they have 
paid refunds. More often than not they do not give the amount for 
which proper reserves have been made in their books, and so forth, 
and you get an adjusting entry, along with tax returns, and so forth. 

I was brought up in the ranks of private business, and I know when 
you become an adversary of the U.S. Government and everything 
must be put out on the table in the Tax Court of the United States, 
that is another matter. But until that stage, companies choose not 
to. I think they are entitled to that. 

Mr. Kina. I agree with that, but they have not chosen to take 
exception to the provisions in the bill. 
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Mr. CoacEsHau. The people you refer to are people who have gone 
to the Tax Court of the United States, Mr. King, the members of the 
airframe industry you mentioned. 

Mr. Kina. at is the significance? 

Mr. Coacrsnat. Because their figures are already public. There 
would be no point to their objecting. They would like to see every- 
body else’s figures made public. 

Mr. Kina. Are they always going to be-——— 

Mr. CoacrsHa.u. I hope not. They have not all gone. We have 
had many agreements with members even of the airframe industry. 

But the Aircraft Industry Association has taken a different stand. 
They apparently are going along with the majority of the airframe 
companies on a united front. 

Mr. Kina. Some people would think that that is a mark in their 
favor that they would choose to go to a tribunal where all their 
dealings and operating procedures would be brought out in the open. 

I am not arguing that, Mr. Coggeshall. 

Mr. CocarsHatL. We don’t like to think of it as an adversary 
proceeding. At our level it has never been. We like to think of it 
as a cooperative undertaking. 

Fhe pan of the material we deal with comes from the contractor, 
himself. 

Mr. Kine. There are people who take exception to your point 
that it is a cooperative undertaking. 

Mr. CoacrsHati. Anyone who has ever dealt with me as chairman 
or a member of a regional board knows if a contractor does not see 
eye to eye on a conclusion, I would prefer to have him ask for an 
audit rather than to sign an agreement. I don’t like to have an 
ma signed by people who don’t believe them and understand 
them. 

I pay tribute to the great body of American industry that comes 
before the board for negotiations through the years. 

I would like to direct attention at this moment to the fact that 
the current year, the 9 months through March, there have been 
determinations in excessive profits in the amount of something like 
$50 million, or $40 million. They may be done by June 30, or not. 

But during that same period of time something like $200 million 
have been refunded in price reductions. 

The aggregate is close to $200 million what we call self-renegotia- 
tion. 

The general contractors are doing more and more self-renegotiation 
as they understand what our standards are, the conclusions we reach. 

I think that is the most gratifying part of renegotiation. It has 
gotten to the point where out of $250 million total recoveries, $200 
million is voluntary. Those could not be made by corporations absent 
the Renegotiation Act. 

I am not referring to refunds to the services required under re- 
determination provisions. I am referring to voluntary refunds over 
and above, outside of that, and price reductions and those come out 
of the contractors who file with us and are renegotiated in the field. 

That is the beginning figure, not the top figure. We don’t get the 
rest. 

Mr. Kina. I agree that such results are cause for congratulations, 
Mr. Coggeshall. 


However, some of the statements you have mentioned concerned 
men, now gone, who stated their views on renegotiation. I merely 
wanted to add they had such views in large part at the time when no 
one disputed the authority and the purpose of your agency. You 
have not done this, nor has Mr. Dechert. But others have used almost 
the same identical statement to justify the process as were generally 
compatible with the views of most men in and out of Government 
during wartime. 

As my colleague, Mr. Mason, has stated, it seems, with respect to 
renegotiation, and I believe every committee having proper jurisdic- 
tion in the House will agree that this happens with other agencies, 
when the agencies’ duties and influence are challenged, they seem 
somehow to be able to thwart the will of those at least who introduce 
any bill reflecting the attitude of enterprise or persons on the outside. 
One runs right up against the rather discouraging aspect of having the 
agency work overtime developing reasons for disagreeing with per- 
haps everything that is presented. 

Mr. CoccrsHatu. May I remark, Mr. King, that in the study that 
was conducted by the Joint Internal Revenue Taxation Committee 
commencing in October of that year, 1955, and down through May at 
Senator Byrd’s request—he was chairman of the committee that 
year—I attended all meetings held in Mr. Stam’s office with repre- 
sentatives of the Department of Defense, and counsel representing var- 
ious industries, we took a neutral position ourselves in renegotiation. 

I went there as an observer. I said I was neither protagonist nor 
opponent. 

We will say that industry was the opponent and the Defense De- 
portent was protagonist. Then at the end of the sessions we colla- 

orated with the staff at their request, Mr. Stam and his very able 
group. I think there were 10 amendments that year. Either eight 
or nine of them originated with the Renegotiation Board. 

It was my objective and my aim with my Board behind me, to see 
if we could meet the opposition of industry, and we thought a good 
deal of it was proper after the war was over, and get a streamlined act. 

We recommended the increase in the floor from five hundred thou- 
sand to a million dollars. We advocated the great simplification and 
liberalization of the standard commercial article exemption which had 
caused great difficulty, and the elimination of all the fringe agencies. 

There was not one amendment that wedid not support and eight 
out of nine originated with the Renegotiation Board. 

It enabled us to reduce our staff from 600 to 300, and to eliminate 
2 regional boards, leaving 1 in New York and 1 in Detroit and 1 in 
Los Angeles. 

The Boston board went and the Chicago board went. We left one 
in the center of the country. 

I think the appropriation was $5 or $6 million at much lower salaries 
and now we are down to $3 million a year. 

We are doing the job with $3 million with the whole salary base 

igher. 
Ne hear the phrase—I am not a Government man except what 
I have done for the Government, but we have always heard the 
phrase about empire building, and so forth. 

The history of the Renegotiation Board shows definitely that it is 
not an empire builder, definitely. 


I am very proud of that picture, I tried to have it done the same 
way I would in a well-run business—I have spent about 25 years of 
my life in a well-run business organization, a banking organization, 
a there is a distinction between banking and business, I have been 
told. 

Mr. Kine. That is all. 

The Cuarrman. Mr. Simpson will inquire, Mr. Coggeshall. 

Mr. Simpson. I was talking this morning a bit about foreign 
procurement. I have a couple more questions in that area. 

As | understand, if Government purchases are made from foreign 
manufacturers the provisions of the renegotiation law do not apply 
by specific statement within the law. 

Mr. CoacesHaLui. A good deal of this happened before I came 
down here and at the lunch period I took the opportunity to refresh 
with counsel. 

The law provided for permissive exemption. The Renegotiation 
Board exercised this permissive right of exemption at the start so 
as to get the job going right here at home. 

They commenced on a trial basis. Then they studied the situation 
and they wrote letters to both Chairman Reed and Chairman Millikin 
of the two House concerned on October 30, 1953, recommending that 
on the basis of the study made it was utterly impractical to do 
anything, and telling them what had been done and asking for an 
expression of views. 

No objection was interposed. 

In 1956, when we were going through this with the Joint Internal 
Revenue Taxation Committee, we in the Board felt it was really the 
responsibility of Congress rather than our Board and we requested 
the Congress to make that mandatory. 

It was so recommended by the Joint Internal Revenue Taxation 
Committee. This committee in the end decided they would leave 
it with us to continue as done. 

It was on record that we were exempting except where people 
touched base where we had jurisdiction, such as foreign shipping 
companies landing in Boston, in New York, or San Francisco as the 
case might be, and where they had to register there. 

If they had contracts with foreign companies for shipping, we could 
have jurisdiction. 

The War Contracts Board in the war had to go through the same 
problem. I was in the law. They were thinking of doing something. 

I understand that the Department of State said that to have 
jurisdiction the State Department would have to enter into treaties 
with foreign governments and they were our allies and requested the 
War Contracts Board—they had the obligation on them and they 
found it impossible to renegotiate foreign contractors. 

Mr. Srmpson. The law today would permit you then to proceed in 
the renegotiation with foreign producers if you were so minded? 

Mr. CoaersHALu. But we were given permissive exemption. That 
is right, sir, permissive exemption. 

Mr. Simpson. You do not do it? 

Mr. CoacEsHALu. We have no means, no facilities, no employees. 

Mr. Srtmpson. You did have a lot of employees. 1 presume you 
laid them off because you did not have work for them. 

Being a good administrator you cut these men down? 
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Mr. CoaersHALL. Would you allow counsel to recite the reasons? 
It is a matter of formal records and accepted by the committee. 

Mr. Stmpson. The reasons for what? 

Mr. CoacrsHauu. The difficulties inherent in doing it. 

Mr. Srupson. Mr. Chairman, [ do not object to that. It will take 
a lot of time. If you sum it up by saying in your judgment it is ad- 
ministratively infeasible I will accept your word? 

Mr. CoccrsHa.u. We have no jurisdiction. 

Mr. Stmpson. So my conclusion that we give preferential treatment 
to foreign producers is not an ill-advised conclusion? 

Mr. CoacrsHa... Perforce, it was perforce. 

Mr. Stimpson. Presumably. you do not have to buy a product. 

Mr. CoaGcrsHALL. We don’t do the buying. I am talking about 
the position of the Renegotiation Board. I do not care to pass judg- 
ment on what the Defense Department has occasion to do. That is 
outside my bailiwick. 

Mr. Stmpson. Now, may I ask this. What areas are encompassed 
by this group that are not subject to renegotiation? Are they 
completely owned foreign business. 

Mr. Frensterstock. Contracts performed abroad by American na- 
tionals are subject to renegotiation. Contracts performed abroad by 
foreign nationals are not subject to renegotiation by virtue of this 
reg ee exemption under the permissive exemption authority contained 
in the act. 

Mr. Simpson. As to the contract which may be awarded to a for- 
eign national and, therefore, will not be subject to renegotiation, may 
an American owned company bid in competition for that work? 

Mr. Fensterstock. That could very well happen. 

Mr. Srupson. Does it happen frequently? 

Mr. Fensterstock. We don’t know. That is entirely a procure- 
ment problem. 

Mr. Stupson. Who would know the answer to that question? 

Mr. Fensterstock. The Defense Department. 

The Cuatrman. Mr. Dechert, will you return to the witness table. 

Some of these questions I am sure you are in a better position to 
answer. 

Mr. Srmpson. I would like to know, Mr. Dechert, whether in con- 
nection with the awarding of contract to foreign nationals American 
nationals bid against them for that type of work? 

Mr. Decuerr. [ cannot answer authoritatively. I know there 
would be some cases where they do. 

Mr. Simpson. Are there some where the Americans do not have 
the right to bid? 

Mr. Decuert. I think there are none where Americans do not 
have a right to bid, but I think there are many where the only available 
procurement would be foreign sources. 

Mr. Simpson. In the instances, then, where an American owner does 
bid against a foreign owned corporation for the same business, we are 

iving preferential treatment to the foreigner vis-a-vis Americans 
— in one instance we apply renegotiation and in the other we 
not. 

Mr. Decuert. To the extent that the foreigner is not subject to 
renegotiation and the American is, yes. 

Mr. Stmpson. Do you recognize that preferential treatment? 
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Mr. Decuert. I think it creates an advantage to the foreign 
source. I think there is not a great deal of this. I think also that 
this — be taken into consideration by the person determining the 
award. 

Mr. Simpson. Certainly, they get a lower bid. They are awarded 
a lower bid? 

Mr. Decuert. The person determining it must take all factors 
into consideration. I would think if you had the practical equivalent 
this would be a factor which should be taken into consideration. 

‘a : cannot tell you the extent to which there have been equivalent 
ids. 

Mr. Simpson. Would you be inclined to support a proviso in the 
law to provide that where an American does bid against a foreign 
producer that in those instances renegotiation cannot apply? 

Mr. Decuert. I think that I would not have a right to answer that 
question because this brings up a lot of international problems. 

From the point of view only of defense procurement, I think it 
probably would be a good thing to do, but you must remember the 
renegotiated profit does not come back to the Defense Department. 
It comes back to the Treasury of the United States. 

Therefore, it is an overall question. 

I do not think I am the right person to answer whether this would 
be overall the right kind of thing to do. 

Mr. Simpson. We are really looking for information. Do you 
think the Department of State would be the one to tell us that? 

Mr. Decuert. I should think so. 

Mr. Stmpson. In other words, it is an international political 
question whether the American company gets the business or a foreign 
company? 

r. Decuert. I think as we discovered in connection with the 
turmoil that has been raised over bidding for certain large items such 
as turbines and so on, the question of terms under which contracts 
are awarded is a matter affecting our international relations. 

I don’t think I am wise enough to know all the answers. 

Mr. Stmpson. Thank you. 

The CuatrMan. Mr. Curtis will inquire. 

Mr. Curtis. I would like to pursue that a little bit further. 

There was an attempt made at one time to make this mandatory 
and I think it was in the defense authorization bill. I opposed that 
on the floor and it was knocked out. 

Then it came back in under the foreign aid bill, both times trying 
to get whatever was done before this committee. 

I do not agree with you, Mr. Coggeshall, in saying that you have 
tacit approval because this committee just did not do anything. 

Mr. CoacrsHatt. May I have read the actual statement in the 
House report? 

Mr. Curtis. You may do that for the record, but I have some 
questions that I want to ask. 

The argument given to me at the time was by the Defense Depart- 
ment and was that they could not give the foreign contractors a 
contract. There is no treaty involved if you simply ask them to have 
a contract subject to renegotiation. You can do that under contract 
law, can you not? 
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Mr. Decuert. If they were willing to do so, we could put it in the 
contract. Then the enforcement of it through collection would be 
another matter. 

Mr. Curtis. That is all right. All I am saying is that this is not 
a question of treaty. 

Mr. CocGrsHaLu. Under the renegotiation side the State Depart- 
ment informed the War Contracts Board that it would be because the 
renegotiation authorities would have no right to appear in France, 
Italy, or Germany. They would not be recognized. 

Mr. Curtis. I am not asking that. Does not a part of the contract 
with the foreign contractor mclude a contractual clause in which 
they agree to subject themselves to a renegotiation proceeding? 

Mr. CocGrsHa.u. I am not passing on that side. I am passing on 
what the State Department informed the War Contracts people 
about enforcement of a determination of excessive profits. 

Mr. Curtis. I am asking you on your own judgment to pass on 
whether or not that could not be part of the contract? 

Mr. CoaGrsHa.Lu. We don’t make the contract. 

Mr. Curtis. I understand you do not make the contract, Mr. 
Coggeshall. You made the statement that your Board could not 
get the information. 

I am saying if that is part of the contract they can come before 
you and you can ask them to do things. 

Mr. CoacrsHALL. Can I give you some examples. When there 
was a permissive exemption under the 1948 act and where the Secre- 
taries of the Army, Navy, and Air Force, had a right to exempt 
foreign contracts and we had come before us a half dozen requests 
we advised and we interposed no objection because they said we 
want the Neen engine, for example, from Great Britain and the 
contractor will not give us the Neen engine with the clause in the 
contract. 

They wanted the Sapphire engine and the same point was raised. 

We interposed no objection to the Secretary of the Air Force 
exemption. 

Mr. Curtis. In other words, if they wanted to make it a part of 
the contract they could. 

On the other hand, if for other reasons they did not, they did not. 
It is not a question of whether or not the Renegotiation Board could 
do this, or not. It depends on whether or not the contractual authority 
was granted. 

That is why [raise the point. The thing that I have been concerned 
about, although I am concerned about what Mr. Simpson said, I am 
concerned about the fact that frequently American capital goes 
abroad, operates under a foreign corporation, and under this procedure 
they can escape from renegotiation. 

Mr. CoccrsHa.yt. We have that quite well covered in our regula- 
tions. Counsel will read the provisions. 

Mr. Fensterstock. I will read the regulations that we have. 

Mr. Curtis. If you will put that in the record. : 45 

You tell me, though, that an American owned foreign subsidiary 
or an American owned foreign corporation would be subject to 
renegotiation under your regulations. 

Mr. FENsTERSTOCK. It is subject. 


Mr. Curtis. That is my main concern, | might state, and I am 
glad to hear that because it was not my understanding it was so. 


What percent ownership is required in making settlement for 
renegotiation? 

Mr. Fensrerstock. More than 50 percent. 

Mr. Curtis. In other words, is that geared into our tax laws, do 
you know? 

Mr. Frensterstock. It is geared into the renegotiation standard 
for determining control of any given corporation. 

Mr. Curtis. If we have control under our corporate clause law, is 
it geared into them? 

Mr. Frnsterstock. Yes, sir, we have exempted only those foreign 
contracts performed by those foreign nationals over whom the Board 
has no control, and whom the Board would find it difficult, if not 
impossible, to reach. 

Mr. Curtis. You exempted them all, as I understand it, according 
to your regulations, on the theory that all of them were that way? 

Mr. Frnstrerstock. When I say those foreign contracts performed 
by those foreign nationals, I mean foreign contracts performed abroad. 
Foreign contractors performing contracts in the U.S. are subject to 
renegotiation on the | sescsieg done here. It is only to the extent that 
a foreign contractor performs a contract abroad beyond the reach of 
the Board, both the contract and the contractor being beyond the 
reach of the Board, only those are exempted under the present state 
of the regulation. 

Mr. Curtis. That is what I meant. That is done in blanket 
exemption on that segment. 

Mr. Decuert. Mr. Curtis, there are three brief statements that I 
think if I could read, it would clear it up. 

These are the ones who are exempt: An individual who is not a 
national of the United States; a partnership or joint venture in which 
individuals who are not nationals of the United States or corporations 
which are not domestic corporations are entitled to more than 50 
percent of the profit. Finally a corporation other than a domestic 
corporation more than 50 percent of the holding stock of which is 
owned directly or indirectly by the persons described in subdivisions 
(1) and (2) of this paragraph. 

Mr. Urr. One point on this. The amount paid for the contract 
comes from the U.S. Treasury? 

Mr. Yes. 

Mr. Urr. Is there any reason that the contract cannot cite the 
final payment shall not be made until the foreign national subjects 
himself to the Renegotiation Board in this country? 

Mr. CoaarsHati. My understanding is that that was tried during 
the war. I know it was tried in 1948 and people refused to enter into 
contracts with the Department of Defense. I remember Rolls 
Royce was one, and whoever had the Sapphire engine, and the Air 
Force was very desirous of having the Neen engine and the Sapphire 
engine. 

Mr. Urr. There would have been American companies who would 
have done the work had the foreign nationals refused to do it. j 

Mr. Coa@rsHaLL. If they had been American companies who did 
what? 


Mr. Urr. There were American companies available to do the work 


if the foreign nationa) would not do it? 
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Mr. CoacrsHatu. As I understood, the Department of Defense 
attempted in those cases only when they considered the interests of 
the U.S. Government for power engines. In other words, the Neen 
engine at the time was considered the very best jet engine in the 
world, far better than any produced here. That was the right to 
manufacture them in this country. Secondly, it was the same later 
on with the Sapphire. 

Mr. Urr. That is all. ; 

Mr. Curtis. Now, how about exempting GSA from these provi- 
sions? We had that issue up before, Mr. Coggeshall. 

Mr. CocersHatu. Of course we cannot speak for the GSA. This 
is a Department of Defense bill, which Mr. Dechert mentioned this 
morning. 

Mr. Curtis. Wait. You said that your Board had previously 
suggested that we eliminate many of these other governmental 
agencies so very appropriately I can ask you, not the Department of 
Defense. 

Mr. CoccesHa.t. I can tell you what happened with GSA at the 
time. Mr. Stamm knows better than I do. 

Mr. Curtis. Not what Mr. Stamm thinks. I am asking what you 
say or why you say the GSA should not be eliminated from rene- 
gotiation. 

Mr. CoccesHatu. The reason why they were kept in 1956, as I 
understand—— 

Mr. Curtis. I know that. I am asking your opinion, please, sir. 

Mr. CoacEsHA.L. I think at the present time, but also I have no 
crystal ball, and I can’t look into the future, I would say there were 
good reasons for keeping GSA at the time, on the past history that 
there were certain important fields of procurement 

Mr. Curtis. We are talking right now. 

Mr. CocGcesHa.t. Right now so far as I know, and I think they 
would have to be consulted, they are doing very little for the Defense 
Department which is not exempted by the present act. I think the 
one important field is aircraft tires and tubes. 

Mr. Curtis. Why should not aircraft tires and tubes be subject 

Mr. CoceresHati. They happen to be made, I understand from the 
Air Force and the Navy, to very extraordinary specifications, specifi- 
cations for the military aircraft which do not pertain to the normal 
commercial aircraft in any way, shape, or manner. This may have 
changed since the great jet transports have come in. The other was 
the machine tool pool at the time, and they did all the purchasing for 
the pool. There was something like a $300 million pool. I believe 
there are no purchases of that sort today. 

Mr. Curtis. In other words, if those things are out of the picture, 
you would see no reason why you should not eliminate them? 

Mr. CoccrsHatu. I would say that is so, outside of looking into 
the future. 

Mr. Curtis. Now, how many GSA contracts were renegotiated in 
the past year? 

Mr. CoaGEsHALL. We don’t renegotiate contract by contract. We 
would renegotiate contractors holding contracts with the GSA along 
with others. I know of no one who appeared before us in renegotiation 
whose business was solely limited to GSA contracts. Take the tire 
people. They do a lot of things besides tires. 
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Mr. Curtis. I understand that, but you renegotiate a specific 
contract? 

Mr. CoacesHatyu. No. We renegotiate the receipts and accruals 
of a contractor on a 12-month period on all of his renegotiable con- 
tracts. 

Mr. Curtis. That is composed of individual contracts so to a lim- 
ited extent and what I am getting at, you do renegotiate a contract 
that would be placed by GSA. I am asking how many of those 
contracts do you renegotiate. 

Mr. CoGGESHALL. Tthink it would be limited to the big tire people. 
But that is not their exclusive business. 

Mr. Curtis. I understand that. I am not asking anything about 
that, please. 

Mr. CoGGrsHa tu. I recall none excepting the big tire people. 

Mr. Curtis. Do you know that? 

Mr. CogeesHaAtu. Those are all that I can think of. 

Mr. Curtis. Do you have any idea what percentage of renegotiated 
contracts must be primarily the Defense Department? 

Mr. CoaGesHALu. At least 90 percent. Now, the Space Agency 
came in this last year. We don’t see those yet. It looks as though 
it is going to be very large. And the Atomic Energy Commission, 
of course, something like $2 billion. Most of their funds, or substan- 
tial portions of their funds go into what we call hardware, $2 billion 
a year in the Atomic Energy Commission. I think the hardware 
is a billion and a half. Beneath these, there is a whole tier of sub- 
contract. 

Mr. Curtis. You have compiled some statistics, have you not in 
regard to renegotiation of contracts under $5 million and over? 

Mr. CoGGEsHa.u. Yes. 

Mr. Curtis. As I understand it, of those under $5 million for fiscal 
year 1958 there were 178 cases which amounted to 70 percent of the 
total for $18 million of refunds or 16 percent of total recoveries. 

Mr. CoccrsHatu. That is right. 

Mr. Curtis. So that the balance of those over $5 million are 76 
cases, 29.9 percent of the total amounting to $94.4 million, or 83.8 
percent of total recoveries. 

Mr. CoGGrsHa.Lu. Those are the refund cases. The others are 
clearance cases. 

Mr. Curtis. Why with a picture like that would it not be efficient 
and good administration to go along with some of these bills that 
have been presented to us to increase the $1 million figure to $5 
million, thus eliminating 70 percent of this case load by number 
when we are only dealing with 16 percent? 

Mr. CoacrsHauL. Those are only the refunds. You can multiply 
each of those by four to five. In other words, the refund cases repre- 
sent less than 20 percent of those that go through, are examined for 
renegotiation. 

Mr. Curtis. Well, all the more reason, then. 

Mr. CocessHatt. I think you might be interested to know and I 
am speaking in the large and not of any one company—l have 
my March 31, 1959, figures here, and | think you may find this illu- 


minating, why we would hesitate to make such a recommendation. 
From July 1, 1958, to March 31, 1959, between $1 and $1.5 million, 
there were 18 determinations of excessive profits. The renegotiable 
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sales were $22-million odd. The aggregate profit of those 18 con- 
tractors on renegotiable business was $4,877,000. You can see from 
the face of it that is something over 20 percent realized profit. The 
determinations of excessive profits were $1,581,000. 

In the next $500,000 group, $1.5 million to $2 million, there were 11 
determinations. The renegotiable sales were just under $20 million. 
The profit realized thereon was $4.3 million, which is 21 or 22 percent 
profit. The refunds are $1,644,000. You get the biggest, the largest 
number, and the largest profits shown on renegotiable business in the 
$1 and $2 million group. When people say that small business is 
being jumped on and never makes more than 6, 7, or 8 percent, it 
just does not fit in with our experience. 

Mr. Curtis. You have examples where they have? You don’t 
have examples. I can testify to some of them, of small businesses 
that have been put out of business as a result of their defense con- 
tracts where they lost their shirts. So these things balance off. 
Your reasoning, as I get it, is because you found flagrant cases of 20 
percent profit 

Mr. CoaGesHatu. Well, 20 to 25 percent. 

Mr. Curtis. Was that not true also, the same formula of those 
between $500,000 and $1 million? 

Mr. CoaGrsHALL. It is more dollars when it is between 1% and 2 
million. It is a lot more dollars at 20 percent of $1 million than it is 
at $500,000. 

Mr. Curtis. I am talking about percent. 

Mr. CoacG@esHatu. We deal in dollars. I just gave you in the 
aggregate. 

Mr. Curtis. The figure I was interested in and which I thought 
was significant and I thought that was the point you were stressing 
was the percentage of profit. 

Mr. Chairman, I would like to put in the record here, provided 
this is an accurate chart of cases considered and decided by the Re- 
negotiation Board in fiscal year 1958 showing those under a million 
and then 1 million to 2 million, and 2 million to 3, and so forth. 

Mr. CoaGesHa.u. I would like counsel to examine it. 

The CuarrMan. Without objection the material may be included 
in the record. I think it is proper for them to comment on it. 

(The information referred to follows:) 
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Cases considered and decided by the Renegotiation Board, fiscal 1958 


Cases Refunds 
Renegotiable sales 

Number | Percent | Amount Percent 

of total of total 
64 25. 2 $3, 500, 000 3.1 

CASES PRIOR TO 1956 ACT 

Under $3,000,000. : 33} 13.0} 4,000, 000 3.5 
77 29.8 90, 000, 000 83.4 


NOTES 


(1) Figures are rounded but approximately correct. 
(2) Same ratio through Feb. 28, 1959. 
(3) See. 105(f)(1)—Sales include commonly controlled company receipts and accruals. 


Mr. Curtis. Mr. Coggeshall, in your formal statement of the 
Renegotiation Board relative to the amendment offered by members 
of the Small Business Committee, you indicate that the Board had 
regulations to encourage subcontracting with small business. I 
noted that you quote a portion of these regulations on page 4. 

In connection with that part of section 1460.14B3, subparagraph 
(i), you just quote part of that. You have asterisks showing that 
something went before. Will you be good enough to read the first 
part of the paragraph? 

Mr. CoaceersHat.. | think it is gone into more fully in our statement. 

Mr. Curtis. Let me suggest what it is. Does not that preceding 
clause say in so many words that a contractor cannot expect as much 
profit on a subcontract as he can on his own work, regardless of 
circumstances? 

Mr. Coa@rsHaLt. Yes, sir, we have always said that. 

Mr. Curtis. The point is, the purpose of your statement is to 
indicate “subcontracting of the kind described in this subparagraph, 
especially the extent to which subcontracts are placed with small 
business concerns, will be given favorable consideration in the re- 
negotiation of the contract.” 

You indicate that you are giving the subcontractor a break, but 
this preceding clause which you eliminate from your statement lere 
puts the side the other way; certainly it would not encourage the con- 
tractor to subcontract out. Isn’t that true? 

Mr. CoacrsHatu. No, I don’t agree with you, sir. 

Mr. Curtis. Why do you say that is not so? 

Mr. CoacrsHau. I do not agree with that conclusion. We do not 
intend to give the prime contractor a break requested that way. 
That has been traditional. It has the blessing of the President’s 
Cabinet Committee. 
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Mr. Curtis. Don’t _ authorities to me, please. I am trying 
to get your opinion on these matters. What I am saying here is, if you 

ill give an incentive to a contractor that he can make more if he 
does not subcontract out than he can if he does subcontract out, 
isn’t that an incentive to encourage him to keep under his own op- 
eration? 

Mr. CoccrsHaLu. We have made a detailed study of this recently. 
Representative Yates of the Select Committee on Small Business, we 
sent him an 8- or 10-page letter of our study, and if you would like 
to have that entered in the record, we have gone into it very thor- 
oughly in that letter. 

Mr. Curtis. That is why I raised the point. It seems to me that 
it is inconsistent with your eight-page letter. Do you conclude that 
that is right? 

Mr. CoGGEsHA... I was very interested in 

Mr. Curtis. Will you answer that question, Mr. Coggeshall? 
Does your eight-page letter get over this inconsistency? 

Mr. CocGrsHa.. I can’t change your thinking on it. I don’t 
agree that it is inconsistent. I think we have established our position; 

es, sir. 

' Mr. Decuert. Let me say something about this, because it comes 
back to Defense policies rather than renegotiation policies. I think 
the difficulty oat the impression that it is an inconsistency arises 
out of this. If the man is using his own money as capital, if he is 
using his own buildings, if he is using his own organization, that 
places a heavy strain and the profit element takes into consideration 
the recompense for the use of all those facilities. If in the original 
target negotiation of what a proper profit should be, that is, the con- 
templated method of procedure, then you will reach X dollars. Now, 
then, after the thing has been set up, he decides that instead of using 
his own money as capital. instead of using his own plant, instead of 
using his own supervisory people, he is going to turn to small business, 
the profit that he gets for that is the profit related to negotiating with 
small-business concerns, to inspecting the small-business concern and 
seeing that everything is right. But that involves vastly less use of 
money and facilities and time than would be the case if he were doing 
the thing himself. So while the inconsistency appears to be there, 
when you ask what he has to do himself for which he is entitled to a 
profit as compared with what he has to do when he subcontracts to 
somebody else, do you find there is an inconsistency? 

Mr. Curtis. I frankly think it is a gross inconsistency and in fact 
is contrary to what I believe at any rate is a fine operation in the pri- 
vate enterprise system which permits small business to compete suc- 
cessfully against big business because they can do it more efficiently in 
many instances. Where a contractor finds that he can save his whole 
cost by contracting out, I should not think that the element of profit 
should vary at all, because vou interfere with an ordinary economic 
process. By doing this, I don’t see how you can escape the fact that 
you are going to discourage the contractor from contracting out or 
rather the big contractor contracting out if he can make more money 
by keeping it. 

Mr. Decuert. As you know, we in the Defense Department 
encourage our prime contractors to do subcontracting with small 
business as much as we can. 
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Mr. Curtis. You say encouraging on the one hand, but when it 
comes to the dollars, it is more encouraging on the other hand. 

Mr. DecueErt. We think it is clear if he does it himself he is going 
to tie up his resources in manpower and physical facilities and money. 
If he gives it out to small business he can use those same resources for 
something else. So we think there is an incentive to it. 

Mr. CoacrsHauyt. Would you mind, Mr. Curtis—we have studied 
this very carefully, we have dealt with it at least the 3 last years—if 
we put in the record our letter to Congressman Yates? 

Mr. Curtis. I will be very happy to. 

The CuarrMAN. Without objection that will appear at this point. 

(The document referred to follows:) 


THE RENEGOTIATION 
Washington, D.C., April 20, 1959. 
Hon. Stpney R. 
House of Representatives, 
Washington, D.C. 

Dear Mr. Yates: I have your letter of April 10, 1959 in which you ask for 
an explanation of “the Board’s refusing to allow the same percentage of profit to 
the contractor who engages in subcontracting as it does to one who performs the 
work entirely within his own company.” Both in your letter, and in the quota- 
tion from Mr. Donald Douglas included therein, this policy is characterized as 
one of penalizing the prime contractor who subcontracts. 

The Board does not agree with this characterization. We believe that the 
Board’s policy, as hereinafter explained, is required by law, as well as by sound 
principles of economics, and that it does not penalize prime contractors who sub- 
contract but rather results in their receiving a fair and equitable profit for what 
they actually do. 

The policy of the Board on this subject is set forth in its regulations in section 
1460.14(b) (3), which reads as follows: 

(i) Defense production needs and the policy of Congress require that subcon- 
tracting, particularly to small business concerns, be used to the niaximum extent 
practicable. Although a contractor who subcontracts work may not reasonably 
expect to be allowed as large a profit thereon as if it had done the work itself, sub- 
contracting of the kind described in this subparagraph, especially the extent to 
which subcontracts are placed with small business concerns, will be given favor- 
able consideration in the renegotiation of the contractor. 

“di) A contractor will be given favorable treatment when, by subcontracting, 
it utilizes in the defense effort facilities and services, particularly of small business 
concerns, which might otherwise have been overlooked or passed by; when it has 
demonstrated its efficiency and ingenuity in finding appropriate opportunities for 
subcontracting; when the amount of subcontracting so accomplished is substantial ; 
when the amount or complexity of technical, engineering and other assistance 
rendered by the contractor to the subcontractor is substantial; and when the price 
negotiated with the subcontractor is reasonable in view of the character of the 
components produced. 

“(ii) The portion of the renegotiable business of the contractor which is sub- 
contracted will be a part of its total sales, and separate consideration must be 
given in applying to this portion the factors of risks assumed, capital employed, 
and reasonableness of costs and profits. 

“(iv) The subcontractor, of course, will receive favorable consideration in 
—— for the successful employment of its own facilities and production 
skill. 

Thus, it is true, as you suggest, that for work subcontracted to others a con- 
tractor is not considered to he entitled to as high a rate of profit as if he had 
done the work himself in his own plant. 

This policy is based upon recognized principles of economics which have been 
written into the Renegotiation Act. The act directs that the Board in determin- 
ing excessive profits shall give ‘favorable recognition * * * to the efficiency of 
the contractor or subcontractor, with particular regard to attainment of quantity 
and quality production, reduction of costs, and economy in the use of materials, 
facilities, and manpower.” In addition, the act provides that the Board shall 
take into consideration the following factors: Reasonableness of costs and profits, 


the net worth, extent of risk assumed, nature and extent of contribution to the 
defense effort, and character of business. 

It is clear that, for work subcontracted, a contractor is not entitled under these 
factors to the same rate of profit as though he had performed the manufacturing 
process himself. For example, very little, if any, of the contractor’s own capital 
or net worth is employed when work is subcontracted; the character of his business 
changes in that his integration is lessened in direct proportion to the extent of 
his subcontracting, etc. A mere reading of these factors indicates that their appli- 
cation to the nonproducing prime contractor leads inevitably to the conclusion 
that a reasonable rate of profit for work subcontracted is less than that allowable 
for work performed. 

The position of the Board has been repeatedly explained to the Congress and 
has been approved by the President’s Cabinet Committee on Small Business after 
clarification of its regulation at the instance of that committee. The most 
recent explanation to the Congress was made at the hearing on renegotiation held 
before the Committee on Ways and Means on July 29, 1958, when, among other 
+ the statement of the President was quoted to the committee (hearing, p. 

“The President recognized the beneficial effect of this clarifying regulation in 
his Economic Report of January 1957 as follows: 

“(te * * Third, through amendment of its regulations, the Renegotiation 
Board has made it clear that subcontracting, especially with small concerns, is 
given favorable consideration in the determination of allowable profits, although 
the allowable profit to a prime contractor on subcontracted work may not be as 
large as on the work that he does himself.’ ”’ 

The wisdom of the accepted economic law, which by regulation has been 
written into the renegotiation law, is readily apparent. Assume a contract which, 
with little or no subcontracting, warrants a profit of 10 percent. If the work 
under this contract is largely subcontracted and the prime contractor is permitted 
to retain the same profit as though it had not been subcontracted, the result is that 
the prime contractor is allowed a profit of 10 percent and the subcontractor who 
actually performs the work is also entitled to a profit which might approximate 
10 percent. Rather than follow such a policy, the Board has endeavored to take 
into consideration the part played by each participant in the chain of production, 
in determining a reasonable rate of profit for such participant. In this connection 
it must also be remembered that the subcontractor’s price is a cost to the prime 
contractor and that the profit allowed to the prime contractor on this cost, or on 
this subcontracted work, represents in part profit on profit, since it is based not 
only on the subcontractor’s costs but on his profit, too. 

Department of Defense figures show that for fiscal 1957, 298 large prime con- 
tractors with $17 billion of defense receipts subcontracted $9.3 billion, of which 
$3.6 billion, or 38.7 percent went to small business and $5.7 billion, or 61.3 percent, 
went to other than small business. The figures tell about the same story for 
fiscal 1958. In that year 286 large.prime contractors with $17.1 billion of defense 
receipts subcontracted $9.1 billion, of which $3.2 billion, or 35.1 percent, went 
to small business and $5.8 billion, or 63.7 percent, went to other than small busi- 
ness. See “Military Prime Contract Awards to Small Business and Other Con- 
tractors’ for July-September 1958, published by the Office of the Secretary of 
Defense (p. 28). 

Thus it is apparent that a huge amount of subcontracting is in fact being done 
by defense contractors, and that small business is already receiving a very sub- 
stantial share of that amount. The Board has yet to find any evidence that its 
regulation on subcontracting has actually prompted any prime contractor to 
perform in his own plant any work that he would otherwise have subcontracted. 
Nor is there any reason whatsoever to believe that a change in the Board’s regu- 
lation would stimulate any additional subcontracting, either to small business 
concerns or to others. 

There is considerable doubt that additional subcontracting, even if it did take 
place, would go to small business in the same ratio as in the past because of the 
complex nature of current procurement. In commenting on the figures quoted 
above, the Defense Department (p. 27) states that lower subcontracting to small 
business reported by 210 firms for the last half of fiscal 1958, as compared to the 
first half, was due partly to the fact “‘that the increased procurement of missiles 
reduces small business subcontract opportunities, because few small firms have 
the facilities to produce complex missile components, such as engines, guidance 
and control systems, and telemetering equipment.” 

The Board’s experience generally has been that a contractor will subcontract 
work either because he lacks the facilities to do it himself, or because he can buy 
it more cheaply than he can do it, or because in obtaining his own contract he 


undertook a commitment to the Department of Defense to participate in the 
national program to encourage subcontracting, especially to small business con- 
cerns. It is apparent that these are business decisions not precipitated by a 
renegotiation regulation. 

That this is so was vividly illustrated in testimony given only a few days ago 
before the Subcommittee for Special Investigations of the House Committee on 
Armed Services. On April 15, 1959, before that subcommittee, Mr. J. L. Atwood 
president, North American Aviation, Inc., testified that the purchasing an 
subcontracting activities of North American were guided by three basic company 

licies: 

(1) To develop and produce the best possible product at the lowest possible 
price, and deliver it on time. 

‘‘(2) To make all purchases on the basis of quality, delivery, and price. 

(3) To place a fair proportion of total purchases with small business concerns.” 

It is noteworthy that North American’s subcontracting activities are not 
guided by a consideration of whether the company’s allowable profit in renegotia- 
tion will be higher if work is not subcontracted than it will be if work is subcon- 
tracted. Rather, the company is guided by basic concepts of price and quality 
plus its recognition of the national policy on small business participation in the 
defense effort. At no time in his comprehensive presentation of his company’s 
policy toward small business did Mr. Atwood refer to the Renegotiation Board 
or its policies. Among other things, Mr. Atwood presented a chart to the com- 
mittee showing the division of total North American purchase commitments for 
1951-58. His comment on this chart was as follows: 

‘“‘As this chart indicates, our company’s record of the breakdown of commit- 
ments to small business during the past 8 years shows that a total of almost $1.5 
billion worth of goods and services, comprising 48% percent of our total commit- 
ments, was purchased from small business. In 1958, as an illustration of the 
scope of our small business relationships, we dealt directly with more than 8,500 
small firms located in most of the 49 States and the District of Columbia. 

“North American is proud of this record. * * *” 

We believe that the subcontracting policy of the vast majority of prime con- 
tractors is, like that of North American, based on considerations of price and 
quality and the need for small business participation in the defense program. 
We do not believe that the Board’s eo of basic economic law in determin- 
ing a reasonable profit for work subcontracted has deterred subcontracting to 
small business or to other than small business. 

From what has been said above, I believe you will agree that an abandonment 
of the sound economic principle embodied in the Board’s regulation, while it 
might provide prime contractors with a ground for claiming higher profit allow- 
ances for subcontracted work, would not be likely to result in any appreciable 
increase in the amount or extent of such subcontracting. Large business, not 
small business, would likely be the true beneficiary of such a change. 

Allow me to summarize our position: 

1. The Board does, as your letter suggests, follow a policy of allowing less 
profit on work subcontracted than on work performed. 

2. We believe that the basic economic law reflected in the act and the national 
policy of economical procurement make this policy mandatory upon the Board. 

3. The Board’s regulations require that a contractor ‘‘be given favorable treat- 
ment when, by subcontracting, it utilizes in the defense effort facilities and ser- 
vices, particularly of small business concerns, which might otherwise have been 
overlooked or passed by; * * *.” This means that, although such a contractor 
will not be allowed the same rate of profit as though he had performed the work 
himself, he will be allowed (other things being equal) a greater rate of profit than 
would be permissible on work subcontracted to other than small business. 

4. A change in policy to allow the same rate of profit on work subcontracted, 
as on work not subcontracted, could provide substantially higher profits for large 
prime contractors totaling many millions of dollars annually. 

5. This could prove to be the only result from such a change, because it is 
highly doubtful that the policy of the Board has deterred contractors from sub- 
contracting, to small business or otherwise. It is the Board’s judgment that the 
subcontracting activities of the vast majority of contractors are guided by con- 
siderations other than the policy of the Board to which you refer in your letter. 

These are the basic considerations upon which the present policy of the Board 
rests, and the reasons why, in the judgment of the Board, this policy should not 
be changed to provide that a contractor shall be allowed as high a rate of profit 
for work subcontracted as for work performed in his own plant. 

Sincerely yours, 


Tuomas CoaGGESsHALL, Chairman. 
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Mr. Curtis. If I may, we might leave the record open for the 
Small Business Committee of the House to put in their statement. 
I have been impressed with their point of view. 

Now, just one detail. When you report the amount of renegotia- 
tion refunds of course your figure is before tax adjustment. 

Mr. Yes, sir. 

Mr. Curtis. In other words, your claim of $112 million refund in 
fiscal 1958, the Government has to adjust for about $50 million the 
tax already paid on those refunds. Am I not correct? 

Mr. CoGGgsHALu. Yes, sir; there are recorded on the books of the 
Treasury our determinations after State tax adjustment. That is 
where they end up in the figures. 

Sometimes the company has no tax to pay with the carryback and 
carryforward. Sometimes we have dealt with companies before their 
final tax return has been filed. In the majority of instances it is after 
Federal tax with the 52-percent tax to corporations, and 48, which 
works out 50-50. 

We always publish that in our annual report, our best estimate. 

Mr. Curtis. That and the volunteered information in your state- 
ment as to the amount of savings which the Renegotiation Board gives 
the Federal Government, the meaningful figure, of course, is after tax 
readjustment. So it is $50 million as far as that is concerned. Thank 


ou. 

The CHatrman. Any further questions of Mr. Coggeshall? 

Let me ask of Mr. Dechert or Mr. Coggeshall, either one, are 
there any Government agencies now within the jurisdiction of renego- 
tiation that should, in connection with any extension of this act, be 
excluded from renegotiation? 

Mr. CoaersHauyt. They boil down today to the Defense Depart- 
ment and the three military departments plus the Space Agency, the 
Atomic Energy Commission, the General Services Administration, 
which we have discussed, and the two maritime agencies of the Depart- 
ment of Commerce. Now, the Department of Commerce wishes them 
continued, I understand. 

The Cuatrman. The Defense Department still feels, and the 
administration still feels, that General Services Administration 
should continue to have its purchases subject to renegotiation to the 
extent that they presently are. 

Mr. Decuert. So far as this has been studied this year the answer 
is yes, but the issue has not been raised with any particular force. 
As you know, the reports that we send to the Congress are cleared with 
all parts of the administration having an interest in the matter. 

Each one of them has a chance to voice their views. We are not 
in a position to say whether the Atomic Energy Commission should 
or should not be included. The Defense Department is not in a 
position to say. The administration does not ask that any of them 
be removed. 

The Cuarrman. Mr. Dechert, the Armed Services Committee, 
through a subcommittee, has recently conducted a study of your 
purchase policy of the Defense Department, | understand. 

Mr. Decuert. The Hébert subcommittee has been holding some 
hearings. I think that is what you are referring to. 

The Cuarrman. They have been looking at different times into 
your purchase policy. 
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Mr. Decuert. That is right, sir. 

The CHarrMan. It is my recollection that the wartime World War 
IL Renegotiation Act expired in 1945. There was a period of about 
3 years when renegotiation was not in effect. The Vinson-Trammell 
Act was in effect from 1945 until some time in 1948 when we reestab- 
lished renegotiation through an appropriation bill, as I recall. Then 
of course, this committee enacted a new renegotiation law in 1950, 
and we have been operating since under that act with the amend- 
ments to which, Mr. Coggeshall, you have referred to from time to 
time. 

What changes have occurred, if any, over the years that this com- 
mitted should know about with respect to your purchase policies or 
your procedures for better determining the price. Have there been 
any changes which have developed through these studies you par- 
ticipated in with the Armed Services Committee that we in this 
committee should know about to determine our action here? 

Mr. Decuert. | think, sir, the thing which is of most significance 
is the continued studies which have Bei made as a result of the 
creation of the Armed Services Procurement Regulations Committee. 
This is a matter for which the Assistant Secretary of Defense, Supply 
and Logistics, has the top responsibility. He is in constant contact 
with the corresponding secretaries of the three services. These regu- 
lations are the result of the study of the kind of things to which you 
referred. There are efforts made to tighten in every possible respect 
the procedures of the contracting officers and to make them alike 
across the board. I do not know whether that body has taken into 
consideration the differentiation between the Vinson-Trammell Act 
type of philosophy, and the renegotiation type of philosophy. But 
our group restudying this, reviewing this in the last year, and in the 
previous years, has come constantly to the conclusion that a flat 
mandatory ceiling of profits is not the right way to proceed. It has 
no bearing, no respect whatsoever to the type of business involved. 
It establishes gross inequities under the ceiling and it may be an 
inequity even with respect to the ceiling. So that we would be very 
sorry, all three services say this with firmness, we would be very sorry 
to see the Vinson-Trammell type of approach establishing a flat ceiling 
come back into effect. So would, I think, most of business. It is 
true that certain branches of business operate at a profit level which 
is under the Vinson-Trammell Act of 10 and 12 percent, and they 
might prefer to have it come back. But I think you would find that 
the vast percentage of business would not desire an absolute flat 
ceiling on what people can make. As has been indicated, the Re- 
negotiation Board lets people make a good deal when they in the 
exercise of judgment determine that this in all fairness ought tobe 
made, and if it is called for under the contract. 

The Cuatrman. Mr. Dechert, what I was leading up to, if this act 
should expire on June 30, then the business done subsequent to that 
would, to some extent, be under provisions for redetermination price 
and to some extent would fall within the purview of the Vinson- 
Trammell Act, would it not? 

Mr. Decuert. And in some cases the Merchant Marine Act; that 
is right. They would come back under those two acts. 

The CHarrMAN. The Vinson-Trammell Act applies to shipbuilding 
and to aircraft construction, does it not? 
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Mr. Decuerr. That is right. 

The Cuarrman. And only those two items. 

Mr. Decuerr. That is right. 

The CHarrman. The Maritime Act applies to shipbuilding under 
the maritime program. 

Mr. Decuerr. That is right, sir. 

The CHarrMan. Are some of these purchase contracts, that are 
also subject to renegotiation, at the same time subject to the pro- 
visions of either the Vinson-Trammell Act, or the Maritime Act? 

Mr. Decuerr. No, they are completely suspended during the period 
of the Renegotiation Act—— 

The CHarrMANn. Even the Maritime Act provisions? 

Mr. Decuert. This was brought out in conference with Mr. Stam, 
which I did not know before. By law those acts are suspended. I 
am told by some of the shipbuilders that in building for the Maritime 
Commission they have put into their contract provisions which make 
them by regulation subject to profit limitations provisions such as 
those that would be effective under the Maritime Act. This is not a 
matter of law. This is a matter of contract. I am not able to ex- 
plain why they do it or just what the effect of it is. 

The CuarrMAN. I had understood, too, that some of these maritime 
construction contracts were measured, before the Renegotiation 
Board ever saw them, by the requirements of the provisions of the 
Maritime Act in this respect. 

Mr. Decuert. As I indicated they are measured by provisions 
corresponding to that, but not by the act itself. 

The CuarrMAn. The act is suspended, but it is reported to us at 
least that the Maritime Commission is still operating under the act. 

Mr. Decuert. This completely startled me when I first heard it. 
It nevertheless does seem to be acting under that. They will have 
to explain why they do it. This I knew nothing about until we 
heard some of the shipbuilders say it. 

The CuHarrMan. Let me get some little information if I may because 
of what happened in the last session with respect to this matter of the 
appeal from the Tax Court. As you know, and as the record shows, 
we included in our 6 months extension bill of last year a provision for 
this further appeal in the circuit court from the Tax Court on these 
cases. That provision was eliminated by the Senate Finance Com- 
mittee because they did not have time to go into it at that session. 

Now, is there any objection from any source in business or otherwise 
that we know about to this provision for appeal? 

Mr. Decuert. I know of no objection from any source. 

The CuarrmMan. What does it do, Mr. Dechert? 

Mr. Decuerrt. It in effect enables an aggrieved contractor who feels 
that he has not gotten the right determination as a matter of law from 
the Tax Court to go to the Court of Appeals and have certain legal 
questions adjudicated by the Court of Appeals. The question as to 
whether the Tax Court in its hearings has taken into consideration the 
proper evidence, whether it has allowed evidence to come in which 
should not have been allowed, whether it has excluded evidence which 
should have been permitted to come in, any decision on lega' matters 


during the trial in the Tax Court could be reviewed by the Court of 
Appeals. 
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Also they could review, if the Tax Court held that there should be 
repaid $100,000, and the judgment of the Appellate Court was that 
there was no evidence whatsoever to sustain a refund, the Appellate 
Court could knock it out. I do not think the Appellate Court could 
come in and say the Tax Court thought it should be $100,000, we think 
it ought to be $75,000. 

The CuarrMan. Nor could they say they thought it should be 
$200,000. 

Mr. Decuert. That is right. They can deal with questions of 
law. 

The CHAtRMAN. Only questions of law? 

Mr. Decuert. In my judgment, that is all. 

The CHarrMan. What does the Tax Court itself deal with when a 
case goes to it? 

Mr. Decuert. The Tax Court trial is, as stated, a de novo trial. 
That is, it starts fresh. There have been certain challenges, in a law 
review article and some other comments, as to whether it is truly a 
de novo trial, a fresh start. 

The CuarrMan. Legally it is de novo, because the judgment of 
the Renegotiation Board is not on trial nor tested even in Tax Court, 
is it not? 

Mr. Decuert. That is correct. The only burden that is thrown on 
the contractor who comes in there is the burden of starting the case 
going. He comes in and says, “I show that my profits are fair for 
the following reasons,” and the Tax Court then has the Government 
come in and ask, ‘‘What do you say?” The ultimate decision is made 
on the basis of the weight of the evidence starting fresh from that 

The Cuarrman. There is some difference then between procedures 
in the Tax Court involving renegotiation and procedures involving 
a tax case? 

Mr. Decuerr. I think there is; yes, sir. 

The CuHarrMan. Judgment exercised by the Internal Revenue 
Service is a question in issue and is certainly looked into in a tax case, 
is it not? 

Mr. Decuert. Yes, but of course that judgment is the starting 
point of the case in the Tax Court. 

The CuarrMaNn. Beyond that it starts at a higher level in renego- 
tiations, it seems to me. 

Mr. Decuert. Yes. In the Tax Court tax cases, the decision of 
the revenue agent is the thing being appealed from. 

The CHarrMan. Why should not the judgment of the Renegotiation 
Board be at issue in the Tax Court? 

Mr. Decuert. I cannot answer this really, but my guess is that 
those who set it up this way were anxious to assure the fact that there 
was a fresh start. The thing which has been so greatly desired is a 
trial de novo, a completely fresh start. We have this negotiation 
across the table in the Board proceedings. If somebody says he has 
not gotten a square deal, then 2 has a right to go to a court of record, 
where there will be a record made, <a where the admissibility of 
every paper to be considered by the final authorities will be dealt with 
on regular legal principles. I think that they were anxious to assure 
that there was afresh start. That is why there is a somewhat different 
procedure. 
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The Cuarrman. Mr. Dechert or Mr. Coggeshall, either one, why 
should not the Renegotiation Board be subjected to the Adminis- 
trative Procedures Act? 

Mr. Decuert. May I answer that, Mr. Mills? 

The Yes. 

Mr. Decuert. I touched on this a bit earlier in the day. The 
Administrative Procedures Act is designed to assure that at some 
point during the proceedings there will be a complete record trial 
where there is a stenographic record taken of the case, where every 
piece of evidence that is submitted is subjected to cross-examination 
and inspection and determination as to whether it is fairly there, and 
where the proceedings will be completely adversary proceedings. 
This is in accordance with the principle that at some time during the 
proceedings both parties are to be entitled to this kind of a situation. 

Now, those who suggest that some part or all of the Administrative 
Procedure Act ought also to be applied to the earlier proceedings by 
the Board are going beyond the basic philosophy of the Administrative 
Procedure Act. You will see, sir, in the bill that the American Bar 
Association has had a hand in preparing, which has been presented, 
there is a clear recognition of the fact that before you have the Admin- 
istrative Procedure Act type of trial, you may well have the across- 
the-table negotiation. This is spelled out in a bill before the Congress 
in this session. What happens here is that there is negotiation across 
the table. The critics of this say, Don’t you think there should be 
introduced into the proceedings across the table some semblance, some 
parts of the Administrative Procedure Act? They are not doing this 
because the principles of the Administrative Procedure Act now apply 
to the renegotiation proceedings. They are doing it because they 
think this across-the-table proceeding does not give the fellow on the 
other side of the table a fair enough shot to understand what is before 
the two parties, and to refute something in the mind of the other 
man. 

Now, there may be cases where this is so. I have had those who 
practice before the Board tell me that there are occasions where 
they did not feel that they knew everything that was going on in the 
minds of the negotiator across the table, but this is f see J so where 
you have a negotiation. Never do you require that one party in 
negotiation tell the other one everything in his mind. Negotiation 
is give and take, an attempt to reach a conclusion, but you cannot 
do it if one party has to have everything on the table and the other 
one has something else held back. So that my answer to those who 
have raised this question is that so long as the person is given his full 
administrative procedure trial, if he wants it, before the Tax Court, 
there is not any reason under the administrative procedure principles 
to require that in the negotiation process one party tell the other every- 
thing he knows. 

The CuarrmMan. Actually in a Tax Court appeal would the court 
look to the question of whether or not the Board in its decision had 
been arbitrary? 

Mr. Decuert. No, sir, the Tax Court does not take the Board’s 
decision into consideration at all. The Boeing trial going on now is 
an example of this. They have made a complete fresh start. As a 
matter of fact, in that case the Department of Justice has asked for 
twice as much refund as the Board has asked. But the court does not 
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take into consideration what the Board determined at all. It is a 
fresh start. 

The CuarrmMan. That is what I am getting at. Is there anywhere 
along the line now that the question of arbitrariness on the part of the 
Board can be examined? 

Mr. Decuert. The Board is required, as you know, sir, to give a 
statement of the reasons for its action. That statement under the 
present Board has become more and more meaningful, more and more 
productive of information. I think that that statement is the answer 
to your question. I think it does show up if they have been arbitrary. 

‘he CuarrMAN. Mr. Dechert, I don’t know whether these people 
talked to you or not. I have no idea whether their complaint is justi- 
fied because I don’t know all of the details that led them to observe 
to me as they did. Nevertheless, I reached the conclusion from talking 
to them that all they say adds up to a conclusion on their part that 
we can say whatever we want to in the law in the way of providing 
standards, but the Renegotiation Board operating as it does today 
makes arbitrary decisions about what are excessive profits and what 
are not. Maybe they did not intend to lead me to believe that they 
thought there was a degree of arbitrariness in determining excess 
profits or not, but that is the conclusion I get from talking to them, 
that they feel that way. 

One of the purposes of the Administrative Procedures Act is to 
determine whether or not an agency is acting arbitrarily and capri- 
ciously, whether or not it is acting within the law, whether it is acting 
constitutionally, and so on. Certainly two things that are looked at 
under the Administrative Procedures Act are whether or not an agency 
in reaching the conclusion is arbitrary and capricious. 

Now, I know that members of the * swe would say that this alleged 
arbitrariness is not the case. I understand that. What I do not 
understand is this: Why there would be so much complaint about 
procedures under the renegotiation program from a particular in- 
dustry, the aircraft industry. I am sure we could have, if we would 
ask them to come, representatives from most everybody in that in- 
dustry, asking for some change in these established procedures of re- 
negotiation. I know nothing about it or why they believe as they 
do, but they certainly impressed me with the thought that they do not 
think that they are getting a fair break under this law, and that what- 
ever we say these decisions are still going to be made on an arbitrary 
basis of some sort. I also gathered that they do not like to come ip 
and testify to that effect, because of something that might happen 
later on which they have told me in part. 

What is vour explanation of their concern in that field? Are they 
justified to any extent in your opinion? 

Mr. Decuert. I think I will ask the Board to supplement what I 
have to say. Let me say just as a person who has walked into this 
situation and seen it—— 

The Cuarrman. | want your opinion because you have not been 
there long, and have come freshly in it. 

Mr. Decuert. There is a very unusual situation in this air frame 
industry in that the sudden enlargement of defense expenditures in 
the total and the enormous enlargement of the defense expenditures 
in this industry have created a situation where the Federal Govern- 
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ment is today purchasing a vast amount of plant, capital, and physical 
goods that are being used, tools as well. 

Mr. Mason. A vast amount? Sixty percent, 70 percent, 80 
percent? 

Mr. Decuerr. | can’t tell, but it runs up into the millions of 
dollars. Many millions of dollars of plant, tools. 

Mr. Mason. I am told about 80 percent of their total plant 
investment. 

Mr. Decuert. | think that is probably true. I am not enough of 
a statistician to know. It is a very large amount. This is a new 
situation. These people would of course like to have less reliance 
on the Federal Government and it would be very nice if they had 
that less reliance. They would like to be able to make enough profit. 

Mr. Mason. On the part that the Government owns? 

Mr. Decuert. They would like to be able to make enough profit 
out of the total contract so they could put aside capital and utilize 
their own capital thereafter, but to enable them to do that creates a 
very special favored class. We do not think that that is good busi- 
ness, even though it might be well to have these people furnishing a 
large percentage of the capital involved. We don’t think the way to 
do it is to let them make excessive profits. 

Mr. Mason. Why give it to them, then? 

Mr. Decurrtr. These people are caught in a bind. They would 
like to do this. This creates a situation where they are under heavy 
pressure all around. Mr. Chairman, though many of them are vocal 
along the lines you suggested, I suggest that not nearly all of them 
are vocal in that manner. | talked to them a year ago. I talked to 
some of them this year. There are vocal and very vocal representa- 
tives of this industry who talk along these lines, but by no means all 
of them. 

The CHarrMAN. What are you talking about? The fact that the 
Government actually buys equipment and puts it into the aircraft 
plant for use in the production of materials under contract? 

Mr. Decuert. We are talking about the three things primarily. 
The Government buys the land, builds the plants, and lets them use 
them. This is taken into consideration in the price they get. The 
Government buys the tools and puts them in the plant and lets them 
use them. 

The CuHatrMan. Do they repay at any time? 

Mr. Decuert. Usually it is done by giving them less profit because 
they are using Government plant and tools but there is no purchase 
by them of the Government plant and tools. These remain Govern- 
ment plants and tools. Thirdly, because they cannot get enough 
capital from their stockholders or enough capital even by bank loans 
to finance the material that goes into this, we make progress payments 
and take title to the thing to the extent that it progresses. In other 
words, we furnish the capital they operate on. In some instances we 
actually buy the raw material. This is a very unusual situation. It 
does put them under heavy pressure. I think that even though they 
are under this heavy pressure, I do not think that it is correct that 

the majority of these people, in spite of their vocal leaders, I think one 
of their representatives may be in the room today, I don’t think the 
majority of them feel that they get an unfair break from the Board, 
or that they are unwilling to testify or that they do not know what is 
in the minds of the Board when they sit across the table and negotiate. 
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We have listened in conferences that we have had both in our own 
department and in this building to representatives of the American 
Bar Association and others and they pretty well say they know what 
is going on when they sit across the table. We have wondered whether 
there was some way in which this criticism that does recur should be 
met, criticism that the fellow sitting across the table does not exactly 
know why the Board sticks to a certain figure in the negotiation. 

You heard the suggestion that there ought to be an envelope into 
which everything the Board has goes, and that ought to be subject to 
their examination, but you heard Mr. Coggeshall’s suggestion that that 
is not fair, because they have their own investigators making reports 
and something that your investigators reported to you ought not to be 
published in the newspaper or be made available. 

There are a number of things like that. We have been wondering 
just how the person sitting across the table could be made to feel that 
at this stage in the proceeding he is getting a better break, because 
there are enough people who feel they are not getting a good break 
toconcern us. We have not been able to come up with a better answer 
than what we have in our bill, which says that the Board must give a 
clear statement. What we have been told is that by and large the 
statements made by the Board are clear, are meaningful. I have 
studied them and I think in general they are. 

The CuarrMan. Mr. Dechert, what is the Government’s invest- 
ment at the moment in either plant or facilities or both in the aircraft 
industry? 

Mr. Decuert. I will ask Mr. Golden. 

Mr. Goupen. I think our total plant investment is about $2.5 
billion. Not all of that is aircraft industry, but the preponderance of 
it would be. That covers tools, plant and everything else. 

The CuatrMan. What is the total? Do you have any idea about 
the total investment by both Government and private industry in 
these plants and facilities? What percentage does the Government 
investment represent of the total? 

Mr. Goupen. I can answer the question a little differently. I would 
say, while in some cases contractors furnish as much plant investment 
as the Government does, they are the relatively rare cases, that the 
proportions run about 65 percent Government investment and 35 per- 
cent private investment. 

The Cuarrman. When you look at that, Mr. Coggeshall, vou find 
that this operation comes under renegotiation with 65 percent of plant 
owned by the Government and 35 percent owned by the private firm, 
what do you try to do? Get some figure representing a percentage of 
sales for the 35 percent of business done by the Government? 

Mr. CoGcGesHaALu. That percentage of sales comes out of the exer- 
cise of vour judgment. We will say that there were $55 million profit 
realized on $750 million sales. That, to begin with, is 7.5 or 8 percent 
on sales. You might conclude in that case, after you get the perform- 
ance reports and exercise financial judgment and the general intent of 
the statute and the measure that has been applied in the past, that 
$40 to $45 million is reasonable profit—beyond that it is excessive—tak- 
ing all the factors into account, the character of the business, the risk, 
the contribution, the net worth, and so forth, all of which you gentle- 
men are acquainted with. The whole approach to that was really 
laid down, going back in the war, by Mr. Robert Lovett, who was 
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a great banker and Assistant Secretary of War for Air. He was more 
responsible than any one man for the writing of the regulations under 
capital and net worth, that the more the capital, the source of the 
capital, the more it comes from the public purse rather than from pri- 
vate industry, from the financial markets, the more then it becomes 
a management function. I had occasion to remind Mr. Kindelberger, 
of the North American, last year, I said, ‘‘Mr. Kindelberger, the only 
quarrel you have with us, the quarrel goes back to the whole basic 
concept which one of your present directors, Mr. Robert Lovett, drew 
up.”’ He said, ‘“He wrote that?” He added, “I will have to speak 
to Bob when he comes to the next directors meeting.” I said, “I 
reminded you when you came to us 2 years before, if the proportion of 
plant investment was 70 percent North American, and 30 percent 
Government, rather than the reverse, you would not be before us. 
We would find your profits entirely reasonable.”’ 

Mr. Decuert. May I supplement from a different slant? If we 
have two concerns in this field, one of which operates entirely with its 
own tools and its own supplies and its own capital, and the other of 
which relies 100 percent on the Government in this or almost 100 
percent, it seems to me that the second one, the profit they were en- 
titled to is the profit for managing this, for furnishing the ingenuity, 
the imagination and generally carrying it through, but no profit on 
the capital element. On the other hand, if this concern is not able 
to operate except with the Government furnishing all of the financing, 
that phase would be wiped out. 

The Cuarrman. What do you understand that they want when 
they complain to me? From what I have said would you believe 
that they are contending that they are entitled to a percentage of 
sales profit or however it is determined, without regard to the fact 
that the Government may of itself have invested more in the plant 
than the management has? Is it the uncertainty, the fact that maybe 
it does not work in practice as we hope it does, and as we are now dis- 
cussing? What is it? 

Mr. Decuert. I think the two basic criticisms by the airframe 
industry are, first, that they would like to have an exempt area of the 
kind set forth, in the way it is in Mr. King’s bill, or it might be in some 
other way. They would like to feel that there is a floor to which 
they ks. get profits without being subject to being renegotiated. 

I think they want a sense of security of a positive floor. The other 
thing they want is to be able to know a little bit more why the Board 
in negotiating across the table comes to the conclusions it does come 
to. Those are the two basic desires of the airframe industry, it 
seems to me. They have expressed it in various ways. Their de- 
sires are entirely understandable. We have discussed them with 
them. We don’t criticize their having the desires. But we do not 
see how it is quite fair to guarantee them this free profit area, nor do 
we think that it is necessary for them to know all that is going on in 
the minds of the negotiator across the table. 

The CuarrMan. Let me be clear on one point. When the Govern- 
ment puts this equipment into this plant, the Government gets no 
rental on that equipment, nor any amount representing purchase? 

Mr. Decuert. No, sir, unless it is done by a bookkeeping process 
of saying you pay us rental and we will pay you that much more. 
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Mr. CoccrsHaLtu. They dropped the rental because it became a 
cost, and then you had a profit on that cost. In other words, the 
rent was only paid out of the proceeds of the contract. 

The CuarrMan. The title remains in the Government; when the 
equipment has to be replaced, it is replaced at Government cost. 

Mr. Decuert. That is right. We have a plant in Chicago where 
we are paying very heavy taxes because this was formerly an RFC 
plant. This was made available to 

The Crarrman. Is this the only way we can get airplane frames, 
todo this? 

Mr. Decuert. Yes, sir. At the moment the extent of capital 
investment has become so enormous that it seems impossible to get 
that financed by either risk capital or bank loans to the extent that 
it is necessary for this enormous procurement we have now. 

The CHarrMAN. One of the heads of one of the companies told me 
a few days ago that his company usually borrowed something like 
$150 million at a time, or owed that much at a time to private banks 
or insurance companies, or somebody who would lend the aircraft 
industry that much money. 

Mr. Decuert. Yes, sit, but this is for two reasons. This is to 
finance their civilian business, of which they must all have a portion 
to keep going. Formerly the civilian business was their best business, 
but today it is somewhat doubtful as to payments. They have to 
contract so many years in advance. Also it was to finance in a small 
way the Government business. This is not universal, but by and 
large it is true. 

The CuarrMAN. Now, to the extent that they borrow from private 
sources to finance Government business 

Mr. Decuert. They get paid for that. 

The CuarrMan. That is taken into consideration in renegotiation? 

Mr. Decuerr. That is right. 

Mr. CoacesHALu. We take the interest as a direct charge in rene- 
gotiation as being a tax deduction. I believe it is not written into 
the contract. In other words, we are not limited to contract costs 
in renegotiation. We take amortization on certificates of necessity 
as a full charge in a renegotiation basis. The costs under the rene- 
gotiation law are more generous to the contractor than those under 
the specific contracts. 

The Cuarrman. How much of this business is on a negotiated basis 
versus bid? 

Mr. Decuerr. This business we are now speaking of I think is 
very, very heavily on the negotiated basis. We are speaking of 
missiles as well as aircraft, because these companies are in the missile 
business. 

The CuatrMan. Ninety percent by negotiation or more? 

Mr. Decuert. Yes. This is what runs our figures up so. You 
just cannot ask people to negotiate for competitive bids on something 
ike the Polaris to be handled with solid fuels when it is in its drawing 
board stage. This is one of the subjects that is under consideration 
that Senator Saltonstall has brought up in his S. 500, what kind of 
negotiation are you going to have. It is one of the things we get 
attacked on, the percentage of our business which is negotiated. Of 
course, this kind of thing you can only do by negotiation. The Air 
Force has pointed out that in some of its recent testimony that it has 
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been selecting someone to be the weapons system manager in order 
to have continuity of development, and it relies on that concern to use 
small business as much as it can. 

The CHarrMAN. In the process of negotiation of a contract, then, 
the government may have some estimate, and would have, of what this 
particular unit might cost, but not be able to find anyone at the 
moment who would undertake the construction of it at that figure? 

Mr. Decuert. Yes, sir, that is right. 

The CuarrMan. Is it common, then, that the negotiated price 
may exceed your estimate of the fair price? 

Mr. Decuert. Yes. but of course, most of this is on the cost-plus- 
fixed-fee basis. This advanced material we are talking about. 

The CuHarrman. I am talking about where you negotiate other 
than on a cost-plus-fixed-fee. Do you run into that? 

Mr. Decuert. Yes. 

The CuatrMan. Is it common for the negotiated price to be in 
excess of what you estimate you might be able to get it for? 

Mr. Decuerr. No, I don’t think that a contracting officer is en- 
titled to approve a price greater than he thinks it can be secured for. 

The CuairMan. That has been the case with some of these develop- 
ments that you wanted. There are very féw people perhaps who are 
‘n a position to produce them. Congress has said we are going to 
catch up right quick, we don’t have many days to shop around. | 
just wondered if under the circumstances that have existed, at least 
in the last 12 months in the missile field particularly, you might run 
into a situation wherein your negotiated price might well exceed the 
price of your estimate. 

Mr. Decuert. I think it would be possible. I am not able to 
speak from experience. As you say, the only fellow equipped to do 
the job is this man and he will only do it at such a figure. You just 
have to have it. 

The CHarrmMan. He can be honest about what it cost him. 

Mr. Decuert. You just have to have it; you may be willing to pay 
more because of the exigencies of the situation. 

The Cuairman. Now, our of your total business, you referred to 
a figure of $24 billion that might be subject to the provisions of re- 
negotiation. 

Mr. DecHert. Yes. 

The Cuarrman. Of that total of $24 billion, what percentage is 
negotiated, and what on a plus-fixed-fee basis? 

Mr. Goupen. If 1 may. 

The CuHarirMan. First, what percentage is purchased under bids, 
what percentage on a negotiated basis. 

Mr. Go.pen. I will take the fiseal vear 1958 and Department of 
Defense-wide. You had by negotiation about $18.7 billion. By 
advertising $3.1 billion. In terms of percentage negotiation repre- 
sented, 85.7 percent negotiated. 

The Cuatrman. Mr. Golden, what figures do you have for the 
years, 1956 or 1955? Is that percentage about the same as it has been 
since World War II? What I am trying to ascertain is whether or 
not the Department of Defense is still negotiating about as large a 
percentage of its overall purchases now as it did, say 4 or 5 or 10 
years ago. 

Mr. Gotpen. I would say in general, yes. 
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The CuarrMaN. Is it negotiating a higher percentage in view of 
missiles and things of that sort? 

Mr. Goutpen. The experience of the Air Force has been that it has 
stayed about even. In the Air Force, where we are limited by our 
own choice to the more technical items, I would say 5 percent would 
be a good figure for advertised contracts over the past 4 or 5 years. 
In other words, each year it has been 4.7 or 6.2, but the average 
would be about 5 percent of our contracts by dollars have been 
advertised. 

The CHaiRMAN. Do you have any idea about the Army leaving 
out the civil functions? Is the Army and Navy situation about the 
same as the Air Force? 

Mr. Goupen. No, the Army and Navy are much higher. 

The CHAIRMAN. On bids? 

Mr. Goutpen. On bids, yes. For example, they do most of the 
construction. The Army Corps of Engineers and the Navy Bureau 
of Yards and Docks on construction serve the Air Force in terms of 
placing contracts for construction. Most of these construction con- 
tracts are placed by competitive bid. We do not place those. That 
brings the Army and Navy average up. 

Similarly, Army buys for us, by our own free choice, things like 
food, clothing. The Navy buys petroleum and medical supplies for 
us. So they buy a great number of articles that are susceptible to 
formal advertising. I would say the Army figures may run 35 per- 
cent by advertising. The Navy figures may run about 20 percent. 
We can supply those for the record. 

The CuarrMan. Will you check and put the exact figures in? 

Mr. GoLpEN. Yes. 

The CHarrMAN. I| would like to have those figures for a period of 
the last 5 fiscal years, if they are available. 

Mr. Goupen. They are available. 

The CuatrMAN. You would not have figures for the present fiscal 
year? 

’ Mr: Goxpen. I could give you something for the Air Force. 

The Cuarrman. All right. 

Mr. Goupen. In the Air Force, for 6 months of this fiscal year, on 
new procurement, which involved $2.2 billion, we placed 12.8 percent 
by advertising. This is high. In the first part of the fiscal year you 
do your easier procurements. I would strongly suspect this would go 
down to 6 or 5 percent averaging over the whole year. 

The CuHarrman. Do you folks have difficulty with the Armed 
Services Committee justifying such a percentage of your business on 
a negotiated basis? 

Mr. Gouipen. We have trouble with everybody in justifying these 
percentages. I don’t mean to be facetious. 

The Cuarrman. I know you are not. If I were on the Armed 
Services Committee, there would not be a thing | could do about it, 
but still there would be a question in my mind. 

Mr. Goupen. I would say they really understand, but nevertheless 
we get beat. When you take into account that out of some $10 
billion that we place a year, practically between 8.5 and 9 billion of 
it covers complex missiles an aircraft and engines and the like, you 


can see that the potential for advertising in the Air Force, for example, 
is very low. As I said, we believe in the single service procurement of 
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those items susceptible to formal advertising like clothing, food, 
petroleum. So that I think generally people seem to understand 
when you talk to them privately that we cannot do much better. 
We can never reverse the percentages. 

The CHarrman. In other words, what I am getting to is this: 
You have not been able to change enough of the procurement practices 
to give us any certainty that in your original pricing the public can 
be protected from excessive profits without this act being extended? 

Mr. Gotpen. May I answer it this way? As the Armed Services 
Committee found several years ago, across the board, in the aggregate 
the fees we have allowed—and the committee so found—have been 
reasonable. I think in general we do a good job in negotiating. 
Unfortunately you are in this highly technical area, the programs 
change, the state of the art changes. Just as we become expert at 
buying aircraft and gain enough experience to hit the nail on the head 
in most cases, we are suddenly shifted over to missiles. We start 
fresh, from scratch, with very little experience on how to buy and price 
missiles. We don’t know what the piece looks like when we buy it 
because of the lead time involved. However, in the aggregate, we 
think we have acceptable procurement techniques. We do find from 
time to time—and they are on record with the GAO and some of the 
committees—that changes in the state of the art, bad estimating, 
reliance on figures of contractors which have proved to be erroneous, 
result in final prices in certain contracts, that concern us. These 
situations have reached the point where we feel some protection is 
necessary against what might be considered very exorbitant profits. 

The CuarrMan. I had thought, as we have looked at this from time 
to time that sufficient experience might develop in the area of procure- 
ment of certain items that we would not need to continue this provision 
of renegotiation of contracts dealing with those items. Of course, I 
understand when you move into a new area such as missiles, you are 
back where you were when you were beginning to procure aircraft. 
But is it your point, Mr. Golden, that we have not reached the point 
yet where there are additional items of military procurement that 
can be excluded from renegotiation other than those dealing with the 
standard commodity, things of that sort? Are there no items about 
which you have become so accurate in original procurement that those 
items would be now eliminated from renegotiation in the future with- 
out possibility of exorbitant profits being derived under such contracts? 

Mr. Goupen. I can’t make a flat categorical answer to that and say 
that there are no items. If you are talking about the great beasts 
that the services buy, the missiles and new supersonic air craft, I say 
we certainly do not feel that we should exempt those, I am sure that 
there are particular items but if you start with the 2 million items in 
the Air Force catalog it is going to be quite a job to break them down. 

The CHarrMan. | understand it would be. I think it would be a 
feather in our cap if we could get this going in the direction of the 
elimination of renegotiation on certain items because in the Defense 
Department and Government we have become so involved with respect 
to procurement of these particular items that they more or less be- 
come standard commercial articles to the Defense Department, 
though they may not be standard commercial articles to the con- 
suming public. 
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Mr. Decuert. I wonder if that would not be more a matter of 
form rather than substance. Iam sure that the kind of thing we pick 
out would be automatically taken out by the Renegotiation Board ex- 
cept if there were some radical change. Cloth would be one. Yet 
if it were suddenly determined that cloth would have to be subjected 
to certain new processes to eliminate risk of fallout, as an example, 
that a new process involved would suddenly lift the cloth out. <A 
decidedly different approach from that which you suggested, which 
we have discussed with some of these people, is whether you could not 
take out whole industry, whether you could not say this industry, 
this type of industry no longer has to be negotiated. 

The Cuarrman. That is what I am talking about. 

Mr. Decuert. The difficulty again there is that industries today 
become so diversified that it is hard to say that this industry has gotten 
to such a routine fashion that it will never have any of these subjects. 
We decided that we could not come up with such a recommendation 
this year, we would continue to study it, and we felt we were doing no 
harm in this because, as I say, the routine shoes and clothing and ordi- 
nary types of things automatically get excluded by the Board when 
they get rid of 70 percent of them without even sending to the field. 
Perhaps it would make people feel better to write this in but I doubt 
it would have much effect on the final result. I think the hope is in 
being able to pick out the types of industry. This we have been 
struggling over and have not yet come up with the answer. 

Mr. Mason. The question in my mind is simply this: In your 
renegotiation and so forth, | am contracting from the Government, 
| am doing special work. The Government furnishes 80 or 90 percent 
of the investment. I am furnishing the know-how, the skill, the 
man-year skill and so forth. It has to be an estimate of how much 
profit | am entitled to on the part I play and how much of the com- 
plete profit really belongs to the investment of the Government and 
that is a matter of human judgment and we just have to handle it 
in that way, have we not? 

Mr. Decuert. I think so. 

Mr. Mason. So if I claim that I am entitled to 90 percent of the 
total profits made because of my management and that and the 
fellow representing the Government says, no, the Government 
furnishes 80 or 90 percent of the total investment and the Government 
is entitled to much more than that 10 percent, you are asking too 
much, that is a matter of human judgment and it has to be handled 
across the table, does it not? 

Mr. Decuert. Yes, sir. 

Mr. Mason. That, it seems to me, is simple. But now getting 
back to this, you have been buying aircraft for 10 or 15 years and 
while the types of aircraft have been changing, maybe the power 
has been changing, haven’t you gotten to the place now where you 
can buy aircraft under competition and bids, where you can pretty 
nearly say we know about what profits you ought to make? 

Mr. GotpEn. That is not in the cards, Mr. Mason. You take a 
B-58, the fastest medium bomber, that has no possible relationship 
to the B-47 that we are using today. It is so complex and the 
development is so terribly hard 

Mr. Mason. And fast. 
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Mr. Gotpen. Yes; that vou just cannot make a comparison. What 
you learned before almost does not apply. We do not want to imply 
that industry is not entitled to the profits they make because they 
have done fabulous jobs with that kiad of weapon. But even they 
and we never try, as Mr. Mills illustrated in his hypothetical illustra- 
tion, to negotiate some fixed price that we think would cover. Either 
the company would have to make the price so fantastic that you could 
not possibly buy it or even budget for it or you would have to resort 
to what we do, namely, a cost-plus-a-fixed-fee contract. After gaining 
some experience and if we have bought a great number of that par- 
ticular model, we could convert over into a fixed-price type of contract. 
But somehow vou never buy weapons in the numbers today that vou 
bought them yesterday, 7 or 8 or 10 vears ago or obviously during the 
war. You start to gain the experience and then you start on something 
new in this fast moving technology. 

Mr. Mason. All I can say is that I have learned more in this last 
half year of the real problems than I have yesterday and today. 

Mr. Decuerr. May I say that is because you have a witness here 
who has given a good part of his life to it. 

Mr. Mason. He has given us some specific things that we can set 
our teeth in. We are not theorists, we have to be practical here. 

Mr. CoGGrsHatu. Mr. Mason, I think you might be interested to 
know in this field that in renegotiation we have had two or three 
makers of airframes claim where certain planes have been bought by 
the military similar to the commercial planes, they have had the 
benefit of the standard commercial article exemption. More than 35 
percent of certain models were sold to the commercial market and we 
have exempted those as qualifying under the standard commercial 
article exemption. 

Mr. Mason. That makes sense. 

Mr. CoeersHaui. But that represents only a small portion of the 
military airplane purchases. 

Mr. Mason. Then it does indicate that you are being sensible in 
your renegotiation work. 

Mr. CogGesHa.i. We like to think we are We do our best to be. 

The CuatrMan. Mr. Dechert, the chairman of the Armed Services 
Committee, our beloved colleague from Georgia, is to be the first 
witness in the morning. I understand that he will make certain rec- 
ommendations to the committee with respect to renegotiation and its 
extension, perhaps based not only on his great knowledge gained in the 
past years in this field but somewhat on the studies undertaken by 
the subcommittee to which we have referred. 


If the chairman of that committee should see fit to recommend to” 


this committee that this program be made permanent, not for the 
period between now and eotees 30, 1961, but that it be made 
permanent and at the same time the Vinson-Trammell Act be repealed, 
assume he makes that kind of recommendation to the committee for 
purposes of this question, what would be the position of the adminis- 
tration and the Department of Defense? 

Mr. Decuert. I think I have no authority to speak for either so 
that I would have to limit it to my own view; as I indicated, I think 
it would be a mistake to make it permanent. I say that in spite of 
the fact that I don’t know when the ending is going to come. 
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The CuarrMan. It has been permanent now, except for the 3-year 
interval, for some 16 or 17 years and we do not see the day when we 
can terminate it. But still you think it is better for the Congress to 
extend it for a definite period and at those renewal periods take the 
matter up for further investigation and make decisions then as to its 
further extension. 

Mr. Decuert. I think so. I think the kind of challenge that has 
been made to it here by those who feel they have been hurt by it is a 
fair and proper thing. It gives them a better shot at getting a change 
made than if it were a permanent statute. 

The Cuarrman. I do not like to have a thing like that made 
permanent anyway, do vou? 

Mr. Decuert. No, sir. 

The CuarrMan. Mr. King has one question. 

Mr. Kina. Mr. Dechert, during the discussion of the aircraft 
industry I understood you to say that because they do depend on 
Government financing that therefore they should enjoy a smaller 
profit than if they did not depend on such financing. 

Mr. Decuerrt. I| think I did not put it that way. I think I said 
that they should not have a profit which would be based upon the 
Government investment that they are using. They should not get as 
much profit as if they were furnishing the plant, the tools, and financ- 
ing the construction. The ordinary method of Government procure- 
ment is that the concern makes the thing and when it is all made it is 
turned over and we buy it. But in the airframe industry, in many 
cases we build a special plant just to their order and we let them use 
it, cost-free, and we let them use tools and we finance their operation. 
What I said is that they ought not to get a profit based upon that 
which they use from the Government. 

Mr. Goupen. There is another side to the coin. This question of 
how much you allow in profit or take into account in profit because of 
Government financing works the other way, too. About a year and a 
half or two ago on cost contracts we reduced the amount of current 
reimbursement that we were making monthly to contractors. We 
recognized that we were thereby requiring them to use some of their 
own private capital, in hand or borrowed. 

We provided, the Department of Defense provided in a regulation, 
that that would be taken into account as a plus factor in favor of the 
contractor. Now this is a fine and delicate balance but it is a two-way 
street. 

Mr. Kina. Getting back to the question, it has been indicated that 
a smaller profit generally accrues to those who are assisted by the 
Government in their financing. 

Mr. Decuert. I want to make clear that this is not a smaller rate 
of profit. It is a smaller total profit. They shall get the profit only 
on what they furnish. They furnish the know-how, they furnish a 
certain percentage of the working capital to finance the raw material. 
As that percentage goes up they are entitled to more with respect to 
that but they should’ not get as much as the fellow over here who is 


furnishing the plant and the tools and all the equipment, I mean all 
the inventory, and who is delivering a final product. 

Mr. Kina. Now, are not such factors considered at the time the 
original price is being negotiated? 

Mr. DecHert. Yes, sir. 
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Mr. Kina. Well, then, explain why if these factors are considered 
when the original price is being negotiated, what does it have to do 
with renegotiating in regard to the profits? Do you negotiate a lower 
profit and then renegotiate another lower one? 

Mr. Decuert. | spoke of this when the chairman asked me the 
reasons why there was this unhappiness in this particular industry. 
I said that I thought one reason was that present conditions have 
caused them to operate so greatly on Government financing, which 
they do not want to continue any more than anybody else does, and 
they would like to make enough out of it to be able to replace the 
Government capital with their own. This I said was the reason why 
I thought there was so much unhappiness in this industry compared 
to other industries. But on the question you asked directly it is true 
that these considerations are in the minds of the original contracting 
officer and unless there has been some change in fact they ought to be 
taken into consideration in the same way in renegotiation. The 
only place renegotiation brings them up is if there has been some 
change along the way of a serious nature creating a different condition 
from that which the original forecast had in mind. 

Mr. Kine. Then I am to understand that the factors that you take 
into consideration in the original price negotiation are not the same 
ones that you again take or consider in renegotiation? Something 
unusual or something different has to enter into it in the meantime? 

Mr. Decuert. Yes. I am not sure I understood the question 
fully but the same considerations are carried but to that is added the 
experience so that you do have that additional factor in the final re- 
negotiation. 

Mr. Kine. That is all, Mr. Chairman. 

The CHarrman. Mr. Curtis. 

Mr. Curtis. Getting back to the chairman’s request for the figure 
vou are going to supply in regard to negotiated versus advertised 
bids, I wonder if you can get some figures in regard to the one specific 
item, the atomic submarine, the first one or both of the atomic sub- 
marines that were built, to see what portion of those were negotiated 
versus advertised. From what I understand, Mr. Chairman, having 
listened to Admiral Rickover on the subject, it might be well to have 
Admiral Rickover over and present the exact story on this; because I 
have heard this theory for years—of why negotiated bids are necessary. 
It sounds awfully good in theory. When you get down to practice, 
it is different. I have listened to others who have handled some of 
these contracts. If a person has to will to get out and subject to 
advertised bidding as much as possible, he can do a tremendous job. 
Of course, that is the competitive aspects and the best way I know of 
to keep the price down. So, if you can supply that data along with 
this other, I would appreciate it. 

The CHarrMaNn. Without objection that will appear at this point. 

Mr. CocGesHALui. May I add a remark? I may have misled you 
with my response this morning. If you will refer to the reactor 
program, which is handled, as you know, by Westinghouse, and 
Admiral Rickover handled that, that was a CPFF contract at a low 
fee and the low fee and low profit was given consideration in the 
clearances which Westinghouse received through 1956. 

Now the other contractor, because this was Government-furnished 
equipment that we are fully acquainted with, the contractor who built 
the hull is still in the process of renegotiation. 
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Mr. Curtis. Admiral Rickover said there was no Government 
financing involved in the building of the atomic submarines. 

Mr. Decuert. I think this wasdone. I know on the reactor, which 
was a CPFF-negotiated contract. 

Mr. Curtis. Certainly nothing can be more experimental in my 
judgment than those two ships. To get back to another area that 
the chairman developed, it is the same question I posed last year, 
or the last time we held hearing on this, in regard to the furnishing of 
Government capital. I would think that somebody would be con- 
cerned about why is it that private capital formation has not gone into 
the aircraft industry the way we might anticipate and that possibly 
one of the reasons is just what we are discussing, the renegotiating 
procedures, that you cannot get the investing public into this to that 
extent. That may not be the answer but at least I would have thought 
that it would cross somebody’s mind because I am concerned that we 
do not have more private capital formation in this field and knowing 
that capital is a marketable product and subject to the law of supply 
and demand, it becomes an important question to know just why 
capital formation has not gone into the aircraft field to the extent we 
might want it. 

Now, then, I just hope that because if anybody has any considered 
statement they would like to make on it I would like to have it for the 
record. I was a little bit disturbed to hear the remarks made that the 
Government does not get rent on this equipment that they own. 
I cannot understand such a process on the part of industry or on the 
part of Government because good accounting would require that vou 
at least know what the costs are involved. 

Is this a general practice? 

Mr. Gotpen. In this industry and in many of the industries that 
are primarily defense industries you could provide the facilities, 
the buildings, brick and mortar, or the machine tools, and charge rent. 

Mr. Curtis. That is right. 

Mr. Goupen. It would be a bookkeeping entry. He would turn 
right around and charge you back in price. 

Mr. Curtis. How do you know what your costs are if you do not 
have a bookkeeping entry? 

Mr. Goupen. May I finish? 

Mr. Curtis. Yes. 

Mr. Gotpen. Where we do not have a competitive situation, that 
is, where we feel it will not give one fellow an advantage over another— 
and this relates to the fellows who are primarily in the defense 
industry —we provide these facilities on what we call facilities contracts 
Now, this means that we provide the free use of the facilities. He 
does not charge us for rent or depreciation. It is so spelled out in 
the contract. We avoid the bookkepping entry. However, in many 
other contracts—— 

Mr. Curtis. Stop there just a minute. You avoid the bookkeep- 
ing entry but how do you know what the cost is? 

Mr. GoLpEN. We could take, if we want to, the investment in plant 
that we provide the contractor and go through a depreciation process 
and find out what it did cost. 

Frankly, traditionally, it has not been done that way. We do not 
think the bookkeeping is worth it. If you decided to pay for either 
the rental you charge him or the depreciation or whatever you call 
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it, your appropriation would have to be larger unless you provided 
by statute that any rent we collected would go back into the appro- 
priation account. 

Mr. Curtis. There is no argument about the fact that an appro- 
priation would be more. [I still come back, how do you know what 
it is costing? In fact, I hope that the Air Force as well as the other 
branches of the service, would have some real cost accounting by now 
so that we actually know what the costs are in terms of manpower 
and material. This money is simply a measuring stick. But we are 
concerned about utilization of manpower and materials. When you 
do not have any cost accounting or things like that you have no way 
of knowing w hat your cost is in manpower and materials. 

Mr. Gotpen. I think we have. 

Mr. Curtis. How do you if you do not have it in your accounting 

system? 

Mr. GotpEen. We don’t have the depreciation in our accounting 
system. 

Mr. Curtis. It should be in there. 

Mr. Gotpen. We do know what our investment is. We keep very 
good records on that. The same thing holds true in capital equipment 
in a Government installation. Our practice does not permit us to 
amortize our capital equipment. 

Mr. Curtis. You are going to own the property you rent, you 
probably do own buildings. Some property I know you do rent be- 
cause I am familiar with some of the rentals you get. Now, that is 
true. On that you certainly must have the capitalization figure to 
know what rent to charge to get back your cost. 

Mr. Gotpen. Generally, where we are furnishing to a defense 
contractor a huge Government plant, like Lockheed at Marietta, we 
do not charge rent. 

Mr. Curtis. You do not? 

Mr. GoupENn. No, sir. 

Mr. Curtis. How do you know what actual cost is, then? 

Mr. Gotpen. We know what our investment is in the plant over 
the past years. 

Mr. Curtis. Yes, but do not you amortize that? That investment 
does not remain the same. That building wears out. 

Mr. Goupen. That is a World War II building. We have repaired 
it, we know what our repair bills are, what our authorization bill is. 
We have not chosen, and I think wisely, to go through the motions, 
in our opinion, of needless bookkeeping. 

Mr. Curtis. If I may argue with you just a moment, | don’t 
believe they are motions. Let me illustrate a point because in World 
War II I had the problem presented to me of what we were going to 
do with some PBM aircraft, whether we were going to take them into 
overhaul and repair or whether we were going to extend the produc- 
tion line of new planes. 

In order to estimate it, all they were interested in was manpower 
and materials: because we were short of both and we still are, I might 
suggest, to see which would be cheapest. We had no ac counting at 
all in the assembly and repair shop at Norfolk so it was impossible to 
tell except by guess which would use the least manpower and material 
useage. It is only for that reason | thought we were way beyond that 
point in the Air Force on that question of cost accounting. The 
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Hoover Commission recommendations were accepted and it was 
agreed that the Military Establishment was going to go into real 
cost accounting so that we will have a—this is not going through any 
motions, this 1s to evaluate things. Otherwise we have no way of 
evaluating the utilization of manpower, and materials. 

Mr. Gotpen. From the illustration you gave I believe we are talking 
of two different things. The illustration you gave bespeaks of indus- 
trial funds. This we are putting into effect in all the services in run- 
ning certain Government installations, but I have never understood 
that that was intended to spill over into the private contracts that we 
have with contractors to the extent that we should charge contractors 
an amount representing the amortization for furnished facilities. 

Mr. Curtis. Instead of spilling over, it would be more reason to be 
using that kind of accounting so that you in the event it is a question of 
letting a contract with a company that is going to furnish its own ma- 
terial, you will be able to evaluate what that cost. is in relation to where 
you are furnishing. I can see that if your accounting is in that shape 
in the aircraft industry and they are being permitted to take certain 
machinery without any estimate of what the depreciation or cost of 
rental of that equipment would be, it is very difficult to arrive at any 
fair estimate. 

Mr. Goupen. I think you are drawing an erroneous conclusion and 
I am going to have to disagree with you. You started off talking 
about why we don’t charge rent and therefore why we don’t include 
it in the contract. Now you are talking about another issue of 
evaluation. 

Mr. Curtis. The reason I came to that was that I just could not 
believe that you had no cost accounting setup. Now when I find out 
that you do not even have that I can easily see why you do not measure 
that in there. That is how we got off on the other tangent. You do 
not have the base to discuss the thing. 

Mr. Goupen. I think we do. 

Mr. Curtis. How can you tell whether the amount that you are giv- 
ing by allowing an aircraft industry to use a million dollars worth of 
tools in comparison to a company which will furnish its own, of how 
much that is that they will utilize the tools for, say a year, what is the 
cost of that ? 

Mr. Goitpen. The answer is that we do evaluate for the purpose of 
awarding contracts. 

Mr. Curtis. You just said you did not have any cost accounting. 

Mr. Goutpen. I did not say that. You said that. 

Mr. Curtis. What did you say? You said you did not go through 
the motions. 

Mr. Gotpen. No, I said we did not go through the contractual mo- 
tions. I think I made that clear, of charging the man rent and then 
letting him put it in his contract price and then paying him. 

Mr. Curtis. Then you added a remark. Then I went along and 
asked if that was a bookkeeping item. You said no. 

Mr. Goupen. I think you misunderstood. 

Mr. Curtis. Do you have a bookkeeping item so that you know how 
much this is 

Mr. Goipen. We have good records of what the plant investment is, 
when we bought it, what its cost was. 
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Mr. Curtis. We are talking of tools right now, rental of tools. Do 
you have what your costs or what you feel is a fair return to the Govern- 
ment for renting those tools would be? 

Mr. Goutpen. Yes, we have acquisition costs and we have very well 
defined rules as to what the rental rate should be, depending on the 
age of the tools. 

Mr. Curtis. So that is available and can be weighed in these 
contracts ? 

Mr. Gotpen. Exactly. 

Mr. Curtis. And it is weighed in renegotiations? 

Mr. Yes, sir. 

Mr. Curtis. I feel a lot happier about that. 

Now we can get on to what I was trying to get at. Now in that esti- 
mate of your utilization of Government equipment and whether it is 
tools or whether it is plant, we have an estimation then of what the 
capitalization amounts to. The real point as I see it is this: What dif- 
ference does it make when all is said and done where an industry gets 
its capitalization if it is a cost, whether it is a cost that you don’t actual- 
ly put in the contract or what is nonetheless an item which is a cost to 
the producer, something he has to apply management to and everything 
else, what difference does it make where he gets his capital ? 

Mr. Gorpen. I think one of the most important factors, and I 
think industry will agree with this, is the degree of risk involved. 
I think risk capital is one of the most important factors to be con- 
sidered in determining profit. Therefore, I think if we turn over a 
complete plant, fully equipped, fully financed 

Mr. Curtis. But your rental value includes, I would say, I assume 
it does, not only your weighing out but also the cost of the break- 
age and everything else. You have that figure. I am just saying I 
do not understand what difference does it make who furnishes the 
capital in a thing as long as the contract is there and you have 
weighed it somewhere in the contract, whether the Government fur- 
nishes it or whoever furnishes it. 

Mr. Gotpen. The answer is that I think ‘it is basic—almost an eco- 
nomic law, that in determining the degree of profit a man gets in our 
business you do not treat the fellow who capitalizes one hundred 
percent, who uses his own facilities, does not ask us for progress 
payments as well as the fellow to whom we furnish the plant, facili- 
ties and progress payments. 

Mr. Currts. There is nothing peculiar about that kind of contract 
from that which goes on in private enterprise. 

Many times among the contracting parties the person who is asking 
a job be done will furnish a lot of equipment and that will be 
itemized in the contract and it is part of it. The point I am getting 
at is that you allow for that in the contract, that is part of your con- 
tract. Some of the capital which might be paid, some of this stuff 
which might be actual rental paid on it or money advanced on 
which there might be interest charge, it makes not difference who 
furnishes it as long as it is furnished as a part of the contract. That 
is why I can not understand why it becomes an element of renegotia- 
tion. You weigh it, as Mr. King has pointed out, in your original 
contract. Rightly so, as a private contract does. I am trying to see 
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how this kind of contract differs from that which goes on in private 
enterprise. I do not see the difference. 

Mr. Decuertr. May I answer just briefly ? 

Mr. Curtis. Yes. 

Mr. Decuerr. The aircraft industry has suggested that in addition 
to the normal profit which you could get, it ought to get a special 
bonus profit because it would be a good thing for the United States 
to let it build up a capital that would replace the need of United 
States spending the money. 

Mr. Curtis. It might be a good idea. 

Mr. Decuert. This is as if somebody wanted to furnish something 
to the Ford Motor or who said, “Look, instead of just getting a 
normal profit which you paid everybody else, you ought to let us have 
enough money so that we can build a brand new plant.” This might 
be a good thing between private industry to do but our feeling has 
been that this is not a consideration that is proper for us to take. 

Mr. Curtis. You have been trying to get private capital into the 
industry. 

Mr. Decuerr. This is not getting private capital in industry. 
They say we ought to give them a special bonus profit so they can put 
capital in. 

Mr. Curtis. But what I am suggesting to you, for one reason you 
may be under-capitalized in the private capital industry just because 
of the approach and the attitude taken on renegotiation. You have 
posed that is what you want the money for. I am posing it the other 
way. If you want to get private capital in here, private capital goes 
where they think they can make good profit. You are just defeating 
the purpose in my judgment if you do skim the profit off to the extent 
that you are not encouraging private capital to go into the field. It 
is just that yg om I don’t want to give anybody anything in this 
country. I do know this, that if we believe the private enterprise 
system is the most efficient, and I do, then we try to see how we can 
get the private enterprise system working. I don’t regard a 70 per- 
cent Government investment as a very healthy thing over any period 
of time. If through this process you can get them down I think we 
might gain. I do not regard that as a saving if we end up 5 years 
from now with the aircraft industry still 70 percent financed by 
Government, simply because Mr. Coggeshall’s board is cutting down 
the 

Mr. Cocersnati. May I make a little remark, Mr. Curtis. I will 
just give some figures. The total recovery from the air frame com- 
panies both by agreement and by order, beginning with 1950 or begin- 
ning at the end of 1950 through the year 1955 is approximately 100 
million dollars gross, both by agreements and orders. That is 100 
million dollars gross before Federal tax, and a good part of it was in 
a period when you had excess-profits tax, and represents approximately 
$40 million net; $40 million against an investment of the Govern- 
ment of $2.5 billion shows that it can have no possible effect. There 
have been 21% billion dollars of Government investment at that time. 
They would have had $40 million more if there had been no 
renegotiation. 

Mr. Curtis. Mr. Goggeshall, the only point I am laboring here is 
that there is not incentive for private capital to get in. 

40698—59——8 
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The Cuatrman. Gentlemen, we thank you very much for coming to 
the committee and presenting these views. 

Mr. Mason. Your extended views. 

Mr. CoccrsHaui. I want to express my appreciation for the very 
searching way in which the members of this committee tried to follow 
what we do along with the Defense Department and the reasons 
therefor whether they agree or not. 

The Cuatrman. Thank you again. 

(The following material was received by the committee :) 


THE RENEGOTIATION BOARD, 
Washington, D.C., April 21, 1959. 
Hon. D. MILLs, 
Chairman, Committee on Ways and Means, House of Representatives, 
Washington, D.C. 


DeAaR Mr. CHAIRMAN: Pursuant to the suggestion of the Chief Counsel of your 
committee, I submit herewith, on behalf of the Renegotiation Board, a proposed 
technical amendment to the Renegotiation Act of 1951. 

The proposed amendment, together with a brief explanatory statement of its 
purpose and meaning, is attached hereto. It is offered for consideration by your 
committee in the forthcoming hearings on renegotiation. 

Sincerely yours 
THOMAS COGGESHALL, 
Chairman. 


ProposED AMENDMENT TO RENEGOTIATION ACT OF 1951 


Section 105(e) is amended by adding to paragraph 1 thereof the following: 

“The failure or refusal of any person to furnish any statement, information, 
records or data required of him under this subsection shall not be deemed willful 
until 60 days after the receipt by such person or his agent of a letter from the 
Board, sent by registered mail, calling attention to this sentence and the 
preceding sentence of this paragraph.” 


EXPLANATION 


The Board endeavors to obtain filings of financial statements from all persons 
who are known to have had renegotiable business and who are believed to be 
subject to the filing requirements of section 105(e)(1). Sometimes, however, 
and not infrequently in the many-tiered area of subcontracting, a company which 
is required to file is wholly unknown to the Board. Of course, in any such case, 
the civil liabilities of the contractor under the renegotiation law are never dis- 
charged, since the period of limitations prescribed in section 105(¢c) does not 
begin to run until a filing has been made. 

However, the U.S. attorney for the District of Columbia, to whom are referred 
all cases possibly involving the criminal penalties mentioned in the section, has 
expressed the view that the 5-year limitation for enforcement of such criminal 
penalties also begins to run on the day when a filing is required to be made. 
Consequently, if a company which has defaulted in filing succeeds in concealing its 
defense participation from the Board for a period of 5 years from the date when 
its filing was due, the company may well escape the criminal penalties for willful 
failure or refusal to file. The amendment proposed above will avoid this possi- 
bility by providing, in effect, that the 5-year period of limitations on criminal 
prosecution for willful failure or refusal to file does not begin to run until 
60 days after the Board has ascertained the identity and renegotiation status 
of the company and has notified the company or its agent, by registered mail, 
that its failure or refusal to file will thenceforth be deemed willful. Also, irre- 
spective of the limitations issue, the amendment eliminates the problem of con- 
flicting testimony, in a concededly timely prosecution, on the question of whether 
the contractor was acting willfully in failing or refusing to file. 
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THE RENEGOTIATION BOARD, 
Washington, D.U., May 1, 1959. 
lion. WiILBuR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington 25, D.C. 


DeAaR Mr. Mitts: Attached hereto is a series of statistical exhibits showing 
for the years 1950-55, the effect of renegotiation refunds upon the earnings and 
net worth of each of 10 leading airframe manufacturers. These have been 
selected for study as the only leaders in the industry with respect to whom ex- 
cessive profits have been determined for any fiscal year under the Renegotiation 
Act of 1951. It appears that the total sales (after renegotiation refunds) and 
profits (after taxes) of these companies during the 6-year period were $20 
billion and $586 million, respectively. After giving effect to the payment of 
all taxes, dividends, net renegotiation refunds and sales of capital stock in 
the amount of $22 million, net worth increased $338 million, a 113-percent 
increase. Net renegotiation refunds reduced the $586 million profits of the 
period by only $53 million. It should be noted that while the above improve- 
ment was taking place in net worth, a payment of $219 million for dividends 
was made which was equivalent to a yearly rate of 12-percent based on the net 
worth at the beginning of the study period. That is to say, while these com- 
panies were able to match their net worth during this period for accumulated 
earnings, after dividends, they were also able to pay out dividends equivalent 
to approximately 72-percent of such beginning net worth. 

Of the dollar amount of available facilities of these contractors, the Govern- 
ment furnished approximately 68 percent as at the close of 1955 fiscal periods. 
These contractors were able to increase their renegotiable sales from $828 
million in 1950 to $4,584 million in 1955 after renegotiation, with an increase in 
contractor-owned net fixed assets of only $155 million. During the same 
period, Government-furnished facilities increased from $206 million to $739 mil- 
lion, an increase of $533 million. 

An analysis of the above-mentioned $4,534 million of sales in 1955 discloses 
the fact that approximately 70 percent thereof were under incentive-type con- 
tracts, 23 percent thereof under CPFF contracts, and the balance applicable to 
other types of contracts. These ratios were consistent in the 2 preceding years. 

The total profits retained by all the companies for the 6-year period in ques- 
tion, before payment of dividends but after taxes and renegotiation, were $533 
million, representing 259 percent of earned surplus at the beginning of 1950 
fiscal periods. To see what this means, consider the fact that the earned surplus 
of one of the companies (see exhibit B) at January 1, 1950, was $33 million, 
and that during the succeeding 6 years it was able to transfer to earned sur- 
plus, before transfers to capital stock and payment of dividends and after ad- 
justment for renegotiation, the sum of $107 million, representing an increase of 
324 percent in earned surplus. 

The financial assistance provided by the Government was supplemented only 
to a minor extent by private financing. Thus, a company which in 1952 in- 
creased its sales from $337 million in the prior year to $729 million—after 
renegotiation (see exhibit B) did so without private borrowing. In fact, its 
bank loans of $31 million outstanding at the beginning of 1952 were paid off in 
full during that year. Sales continued to increase thereafter to more than $900 
million in 19538 and over $1 billion in 1954 with no showing of private financing 
at balance-sheet dates. 

Working capital of the contractors was far from impaired by the impact 
of renegotiation. Thus, in one company, the aggregate effect of its three rene- 
gotiation refunds was to reduce its working capital ratio from 1.49 to 1.44, a 
variation of only 0.05. The working capital ratio of another company for 
1953, its first refund year, was reduced as a result of renegotiation from 1.32 
to 1.31, a variation of only 0.01. Similar minor effects on working capital were 
experienced by the other contractors. 

During the 6-year period from the beginning of 1950 to the end of 1955, the 
total backlog of orders on hand increased, for all companies in the aggregate, 
from $1.6 billion to $9.8 billion. In general, the companies enjoyed a constant 
high backlog equivalent to approximately 2 full years’ production. 

Two major members of the airframe industry are not included in the financial 
analyses attached hereto as exhibits A through K. Although the profits of 
these two companies for each year have been reviewed by the Renegotiation 
Board, the Board has determined that no excessive profits were realized. Fi- 
nancial studies of these companies, similar to those of the 10 refund companies, 
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are attached hereto as exhibits L and M. They show that these two companies 
have also prospered. 

Renegotiation has been completed with most of these contractors for their 
1955 fiscal year and those instances where completion has not taken place, the 
proposed recovery in process has been included. 

Sincerely yours, 
THOMAS CoGGESHALL, Chairman, 


EXHIBIT A 
SUMMARY OF Exureits B THROUGH K 
[Composite] 


Ten representative airframe companies—effect of net renegotiation refunds on 
total earnings—period, 6 years ended 1955 fiscal 


[000 omitted] 
End of 1949 fiscal: 
Net worth: 


$54, O78 


206, 131 
1950 through 1955: 


Lees met, 1 $52, 774 
7219, 210 
271, 984 


313, 848 


End of 1955 fiseal : 
Net worth: 


-- 635, 304 
Percent of 
Government total 
Facilities: furnished available 
Backlog 
Adjusted productive sales : 
Year ended: Total Renegotiable 


19, 705,949 18, 447, 402 


19.0 percent. 

237.4 percent. 

$53.6 percent. 

4Changes occasioned by rearrangement of capital and/or sales of stock as above. 


Notrre.—Price redetermination adjustments have been applied to renegotiable sales only. 
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EXHIBIT B 


BoEING AIRPLANE Co. 


111 


Effect of net renegotiation refunds on total earnings, fiscal years 1950 


through 1955 


[000 omitted] 


Dee. 31, 1949: 
Net worth: 
Capital surplus__-_- 8, 142 
1950 through 1955: $46, 320 
Less: 
Net refunds * $12, 395 
Gividends * 36, 804 
49, 199 
* 70,538 
Dec. 31, 1955: 
Net worth: 
Percent of 
Facilities : Government total 
Dec. 31: furr4shed available 
Backlog: 
Dec. 31: 
Adjusted productive sales: 
Year ended Dee. 31: Total Renegotiable 
847, 828 847, 674 
4,155,311 4,110, 450 


210.3 percent 
230.7 percent. 
859.0 percent. 


* Changes occasioned by rearrangement of capital. 
NoTE.—1955 refund per net refund estimated. 


redeterminat 


on adjustments have been applied to renegotiable sales only. 
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EXHIBIT C 
DovuGLAS AIRCRAFT COMPANY, INC. 
Effect of net renegotiation refunds on total earnings, fiscal years 1950-55 
( Nore.—1955 refund per region, net refund estimated. ) 
[000 omitted 


Novy. 30, 1949: 
Net worth: 


$30, 000 
Subsequent adjustments______________ 2, 654 
— 45, 884 
——. $75, 884 
1950-55 : 
Less: 
* 50, 974 
57, 186 
* 50, 691 
Nov. 30, 1955: 
Net worth: 
30, 748 
Percent of 
Facilities : Government total 
Nov. 30: furnished available 
Backlog: 
Nov. 30: 
Adjusted productive sales : 
Year ended Nov. 30: Total Renegotiable 
3, 515,393 3, 005, 014 


15.8 percent. 

247.2 percent. 

347.0 percent 

# Changes occasioned by sales of stock as above. 


Notr.—Price redetermination adjustments have been applied to renegotiable sales only. 
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EXHIBIT D 
FAIRCHILD ENGINE AND AIRPLANE Corp. 
Effect of net renegotiation refunds on total earnings, fiscal years 1950-55 
[000 omitted] 


Dec. 31, 1949: 
Net worth: 


$16, 262 


1950-55 : 


Proait from geies of capital 1, 507 
Less: 
29, 270 
9, 835 
*11, 168 
Dee. 31, 1955: 
Net worth: 
Capital surplus 7,491 
Percent of 
Government total 
Facilities : furnished available 
Backlog: 
80, 100 
Adjusted productive sales: 
Year ended Dec. 31: Total Renegotiable 
140, 643 151, 104 


738,451 740, 043 
12.7 percent. 
244.1 percent. 
253.2 percent. 
* Changes occasioned by sales of stock and/or capital assets and rearrangement of capital. 


NotTe.—Price redetermination adjustments have been applied to renegotiable sales only. 
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EXHIBIT E 


GRUMMAN AIRCRAFT ENGINEERING Corp. 


Effect of net renegotiation refunds on total earnings, 


fiscal years *1950 through 1955 
(NotTe.—1955 refund per board, net refund estimated.) 


[000 omitted] 
Dec. 31, 1949: 
Net worth: 
Subsequent 1, O81 


1950 through 1955: 
Less: 
*5, 327 


Dec. 31, 1954: 
Net Worth: 


Facilities: 


Adjusted productive sales: 
Year ended Dec. 31: 


111.8 percent. 
255.5 percent. 
332.7 percent. 
« Changes occasioned by rearrangement of capital. 


$5, 000 
23, 097 
$28, 097 
45, 075 
30, 327 
*14, 748 
17, 600 
25, 245 
42, 845 
Percent of 
Government total 
furnished available 
$2, 643 20. 0 
53, 600 76.7 
215, 000 
520, 000 
Total Renegotiable 
$94, 956 $66, 521 
150, 600 149, 370 
218, 037 216, 892 
233, 581 232, 211 
229, 403 226, 126 
206, 413 205, 472 
1, 132,990 1, 096, 592 


Notre.—Price redetermination adjustments have been applied to renegotiable sales only. 


Gash °25,000 
Backlog: 
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EXHIBIT F 
LOCKHEED AIRCRAFT Corp. 


Effect of net renegotiation refunds on total earnings, 
fiscal years 1950 through 1955 


(Notre.—1955 refund as proposed by region net refund estimated.) 
[000 omitted} 


Dec. 31, 1949: 
Net worth: 
$1, 076 
10, 644 
34, 767 
$46, 487 
1950 through 1955: 
Sales of capital stock.............___--_-- 3, 098 
77, 301 
Less: 
$4, 491 
Cash dividends 29, 109 
33, 
* 43, 701 
Dee. 31, 1955: 
Net worth: 
2, 830 
26, 045 
93, 286 
Percent of 
Facilities : Government total 
Dec. 31: furnished available 
Backlog: 
Dec. 31: 
1, 218, 977 
Adjusted productive sales: 
Year ended Dee. 31: Total Renegotiable 


3, 060,111 2, 632, 837 


5.8 percent. 

37.7 percent. 

56.5 percent. 

*Changes occasioned by rearrangement of capital except for sales of stock as above. 


1 
2 
3 


Norr.—Price redetermination adjustments have been applied to renegotiable sales only. 
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Effect of net renegotiation refunds on total earnings, fiscal years 
1950 through 1955 


THE MaArTIN Co. 


(Note.—1955 refund as proposed by. region, net refund estimated. ) 


Dee. 31, 1949: 
Net worth: 


1950 through 1954: 


Sales of capital stock_______.__-.-_ 


Less: 


Cash dividends 


Dee. 31, 1955: 
Net worth : 


Capital stock * 


Facilities 


Adjusted productive sales: 
Year ended Dec. 31: 


127.4 percent. 
217.5 percent. 
355.1 percent. 


$1, 134 


*6, 177 


$19, 614 


8, 053 


19, 386 


47, 053 


Percent of 


Government 
furnished 


total 


available 


45,2 
66. 4 


Total Renegotiable 


271, 107 


$13, 150 

59, 885 
101, 540 
227, 363 
231, 882 


277, 629 


992, 706 


911, 449 


4 Changes occasioned by rearrangement of capital except for sales of stock as above. 


Notr.—Price redetermination adjustments have been applied to renegotiable sales only. 


EXHIBIT G 
[000 omitted] 
J 
1 
804 
| 
Dee. 81: 
Backlog: 
Dec. 31: 
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EXHIBIT H 


McDONNELL AIRCRAFT Corp. 
Effect of net renegotiation refunds on total earnings, fiscal yea 
1950 through 1955 


[000 omitted] 
June 30, 1949: 
Net worth: 


1950 through 1954: 
$20, 394 
Less: 
4,518 
Dec. 31, 1955: 
Net worth: 
Capital 
Earned 18, 187 


rs 


$5, 844 


74 


*15, 876 


21, (67 


21, (67 


Peroont of 


Facilities : Government tota 
June 30: furnished available 
Backlog 
June 30: 
Adjusted productive sales: 
Year ended June 30: Total Renegotiable 
598,174 615, SSO 
13.4 percent. 
218 .& percent. 
* 77.8 percent. 
*Changes occasioned by rearrangement of capital except for sales of stock as above. 


NoOrTe.—-Price redetermination adjustments have been applied to renegotiable 


sales only. 
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NortTH AMERICAN AVIATION, INC. 


Effect of net renegotiation refunds, fiscal years 1950 through 1955 


(Nore.—1955 net refund estimated.) 
[000 omitted]: 


Sept. 30, 1949: 
Net worth: 


Capital stock 
Capital surplus 
Earned surplus 


Sept. 30, 1955: 
Net worth: 
Capital stock 


Capital surplus 
Earned surplus 


Facilities : 


Adjusted productive sales : 
Year ended Sept. 30: 


211.6 percent. 
347.9 percent. 
840.5 percent. 


$3, 435 


3,110 
eae 41, 448 $47, 903 
* $10, 369 
* 42,938 53, 307 * 36, 324 
3, 435 
3,110 
7%, $4, 317 
Percent of 
Government total 
furnished available 
$60, 111 68. 9 
1, 456,000 
Total Renegotiable 
$143, 032 $84, 418 
RE 177, 675 168, 614 
Snatndidianiactaitniinaeiecingann 315, 271 289, 515 
628, 688 597, 511 
631, 821 630, O75 
2,704,168 2, 548, 054 


Nore.—Price redetermination adjustments have been applied to renegotiable sales only. 


D 


A 


EXHIBIT I 
. 
1950 through 1955: 
Less: 
Net refunds... 
Cash dividends 
D 
Sept. 30: 
F 
Backlog: 
Sept. 30: 
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EXHIBIT J 
REPUBLIC AVIATION Corp. 


Effect of net renegotiation refunds on total earnings, fiscal years ‘1950 through 


1955 
( Nore.—1955 net refund estimated.) 
[000 omitted] 
Dee. 31, 1949: 
Net worth: 
1950 through 1955: 
Less: 
*$1, O77 
Cosh Gividends................-.- * 10, 868 11, 945 * 33, 100 
Dec. 31, 1955: 
Net worth: 
Percent of 
Facilities : Government total 
Dee. 31: furnished available 
Backlog: 
Dec. 31: 
Adjusted production sales: 
Year ended Dec. 31: Total Renegotiable 
540, 576 537, 490 
1, 869,486 1, 862, 159 
22.4 percent. 
224.1 percent. 
73.5 percent. 


hanges occasioned by rearrangement of capital stock. 


Note.—Price redetermination adjustments have been applied to renegotiable sales only. 
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EXHIBIT K 


NORTHROP AIRCRAFT, INC. 


Effect of net renegotiation refunds on total earnings, fiscal years 1950 through 
g { 


1955 


[000 omitted] 
End of 1949 fiscal : 
Net worth: 


1950 through 1955 : 


Sales and exchange of capital stock__________._________ 
Less: 
$2,017 


End of 1955 fiseal: 
Net worth: 


$2, 822 


2, 204 


718, 316 


23, 392 


Facilities : Government 


July 31: furnished 
Backlog 
July 31: 
281, 000 
Adjusted productive sales : 
Year ended: Total 


939, 214 
percent. 
7.3 percent. 
4.5 percent. 


above. 


Percent of 


total 


available 


62. 0 
72.3 


Rene- 
gotiable 
$35, 968 
88, 561 
1838, 524 
178, 967 
1638, 140 
274, 764 


924, 924 


Changes occasioned by rearrangement of capital and sales and exchange of stock as 


NoTe.—Price redetermination adjustments, if any, have been applied to renegotiable sales 
only. 
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EXHIBIT L 
BELL AIRCRAFT Corp. 
Summary of changes in net worth, fiscal years 1950 through 1955 
[000 omitted] 


End of 1949 fiscal : 
Net worth: 


Add: Subsequent 1,486 12,240 $17. 616 
1950 through 1955: 
Sales and exchange of capital stock____-_.____-_________ &, 909 
End of 1955 fiseal : 
Net worth: 
Facilities : Government 
Dee. 31: furnished available 
Backlog: 
Dee. 31: 
Adjusted productive sales 
Rene- 
Year ended Total gotiable 
758, 714 683,531 


1Changes occasioned by rearrangement of capital and sales and exchange 


as above. 


of stock 


a ee redetermination adjustments, if any, have been applied to renegotiable sales 
only. 
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EXHIBIT M 
CHANCE VOUGHT AIRCRAFT, INC. 


Summary of changes in net worth 


Fiscal Years 1954 and 1955 
[000 omitted] 
Jan. 1, 1954: 
Net worth: 
$100 
Capital surplus 17, 262 
Earned surplus kanes $17, 362 
Jan. 1, 1954 through Dec. 1955: 
Earnings la 11, 400 
less cash dividends 2, 591 8, 809 
Dec. 31, 1955: 
Net worth : 
Capital stock * 1, 079 
Capital surplus* crt 16, 283 
Earned surplus 8, 809 26,171 
Percent of 
Government total 
Facilities : furnished available 
Dee. 31, 1955 38, 728 79.4 
Backlog: 
Dec. 31, 1954 188, 000 
Dee. 31, 1955 --_ 214,000 
Adjusted productive sales : 
Year ended Dec. 31: Total Renegotiable 
1954 er $149,627 $148, 218 
1955 147,095 146,938 


296,722 295, 156 
1 Changes occasioned by rearrangement of capital. 


ae oT redetermination adjustments, if any, have been applied to renegotiable 
only. 4 


Mr. Kine. In testifying on H.R. 5123 today, Mr. Coggeshall, Chair- 
man of the Renegotiation Board, stated in effect that articles differing 
in material content for less than 10 percent of the total, might well be 
different kinds of articles not entitled to be included in a class 
exemption. 

This testimony and the more detailed explanation of the Renegotia- 
tion Board only serves to emphasize the need for my amendment. In 
the first place, section 4 is not intended, and does not purport, to effect 
any of the criteria for a “standard commercial class of articles” other 
than that portion of the criterion relating to manufacture of the same 
or substitute materials. 

Secondly, the statement appears to be further evidence of what 
has been represented to me as being the administrative misinterpreta- 
tion made by.the Board in its attempt to define materials content by 
wholly different and unrelated factors such as performance char- 
acteristics, end use, et cetera. I therefore respectfully request per- 
mission to have inserted in the record at this point a memorandum 
showing a need for this amendment and demonstrating that it is 
indeed merely a clarifying amendment. 
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(The memorandum referred to above follows :) 


MEMORANDUM ON AMENDMENT OF RENEGOTIATION Act To CORRECT AN UNREASON- 
ABLY NARROW ADMINISTRATIVE DEFINITION OF “STANDARD COMMERCIAL CLASS OF 
ARTICLES” AND THEREBY To RESTORE THE ORIGINAL CONGRESSIONAL INTENT FOR 
EXEMPTION OF SUCH ARTICLES FROM RENEGOTIATION 


By Public Law 870, 84th Congress, approved August 1, 1956, the Congress 
amended the Renegotiation Act so as to provide for exemption from such act 
of any “standard commercial class of articles” fulfilling the criteria prescribed 
in said amendment. Contrary to the congressional intent and expectation, only 
a relatively few exemptions have resulted from the application of this 
amendment. 

One criterion established in the act for a “standard commercial class of ar- 
ticles” is that all such articles be “manufactured of the same or substitute 
materials (without necessarily being of identical specifications).” In its regula- 
tions the Renegotiation Board has defined this criterion in terms of (@) com- 
position of the minor alloying elements; (0) performance characteristics; (c) 
end use of products; and (d@) price. The Board has wholly ignored the over- 
whelming material content of the articles as a determining factor. In so doing 
the Board has demonstrated its lack of understanding of certain industries 
which it is supposed to regulate in respect to renegotiation. It also has mis- 
applied to industry an unreasonably narrow administrative definition not con- 
templated by Congress nor sanctioned by the act. 

The relevant statutory provisions are contained in section 106(e) of the 
Renegotiation Act (as amended by Public Law 870, 84th Cong., approved 
August 1, 1956). Section 106(e)(2) provides that such act shall not apply to 
amounts received or accrued in any fiscal year ending after June 30, 1956, under 
any contract or subcontract for an article which (with respect to such fiseal 
year) is an article in a standard commercial class of articles. Section 
106(e) (4) (G) defines the term “standard commercial class of articles” to mean, 
with respect to any fiscal year, two or more articles with respect to which the 
following conditions are met: 

“(i) at least one of such articles either is customarily maintained in stock 
by the contractor or subcontractor or is offered for sale in accordance with a 
price schedule regularly maintained by the contractor or subcontractor, 

“(ii) all of such articles are of the same kind and manufactured of the same 
or substitute materials (without necessarily being of identical specifications), 

“(iii) all of such articles are sold at reasonably comparable prices, and 

“(iv) at least 35 percent of the aggregate receipts or accruals in the fiscal year 
by the contractor or subcontractor from sales of all such articles are not (with- 
out regard to this subsection and subsection (c) of this section) subject to this 
title.” 

The regulations of the Renegotiation Board (secs. 1467.26, 1467.27) have di- 
vided condition (ii), above quoted, into two separate subconditions. One is “of 
the same kind”; the other is “same or substitute materials.” 

In interpreting the latter subcondition, the Renegotiation Board has appar- 
ently determined that different aluminum alloys do not constitute the “same or 
substitute materials” and therefore that all articles in a standard commercial 
class must be made of the same identical alloy. This determination is evi- 
denced by the Board’s specific example of aluminum alloys, set forth in para- 
graph 1467.26(d) (2) of the regulations, and reading as follows: 

“For example, aluminum sheet made of an alloy containing 5 percent zinc is 
not an article manufactured of “the same or substitute materials” as aluminum 
sheet of the same dimensions, but made from an alloy containing 4 percent cop- 
per and having significantly different performance characteristics, such as melt- 
ing temperature, strength, etc. Because of these differences, and because one of 
these alloys is used predominantly in high-speed airplane construction and 
users are willing to pay a considerably higher price for it, these two types of 
aluminum sheet would also not be considered to be articles of the same kind 
under paragraph (c) of this section.” 

As this is the only example relating to “the same or substitute materials” 
which the Board has published in its regulations, it must be deemed to control 
the Board’s reasoning. The following analysis clearly shows that the Board’s 
example—and therefore its reasoning—is unsound. 
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1. With minor exceptions not relevant here, every aluminum alloy, identified 
pursuant to the Aluminum Association Alloy Designation System, contains ap- 
proximately 95 percent, or more, of aluminum. There are five major alloying 
elements (copper, manganese, silicon, magnesium, and zinc) which are used 
in different combinations for the various alloys. In every alloy the aggregate 
of all alloying elements is generally in the area of 5 percent, and may be slightly 
more, of the total material content ; the remaining 95 percent is aluminum. The 
differences in alloy composition do not justify a conclusion that one alloy is 
aluminum and another something else. In other words, without respect to end 
use or performance characteristics, all alloys are overwhelmingly aluminum 
in content and therefore constitute the “same or substitute materials.” 

2. The Board has used “different performance characteristics” as distinguish- 
ing factors among alloys. It is, of course, true that performance characteristics 
differ among alloys, in varying degrees. However, performance characteristics 
bear no necessary relationship to material composition. Some cooking utensils 
made of aluminum have substantially the same performance characteristics as 
cooking utensils made of other materials. Two motors may have substantially 
different performance characteristics although both may be made of the same 
identical material. The statute does not prescribe the “same performance 
characteristics” as a condition for exemption. It would, therefore, seem beyond 
the authority of the Renegotiation Board to prescribe such condition by admin- 
istrative fiat. 

3. Even assuming that performance characteristics are authorized grounds 
for distinction, it does not follow that the differences in such characteristics are 
eaused wholly by differences in alloying elements. In many cases, the differ- 
ences among alloys in tensile strength and in shear strength are due as much 
or more to different methods of physical and thermal treating as they are to 
differences in alloy composition. Consequently, aluminum products may, and 
sometimes do, have different performance characteristics even when made from 
the same identical alloy. 

4. It appears the Board has established difference in end product use as a 
determining factor of distinction. Different end uses of products do not neces- 
sarily reflect differences in material composition. Thus, a window pane and 
an ink bottle have vastly different uses, but both are made of glass. 

5. The Board established as another distinguishing factor, the willingness of 
users to pay a higher price for one alloy than for another. A difference in 
composition of materials is only one of many different reasons why users are 
willing to pay a higher price for one product than for another. Differences in 
workmanship, in alloying procedures or assembling methods, are very common 
examples of price differences between two or more products manufactured from 
the same identical material. Again, the Board would seem to have established 
administratively a condition for exemption not prescribed by status. 

6. The Board instances two aluminum alloys, one containing 5 percent zinc 
and the other 4 percent copper. The Board says that these two alloys have 
“significantly different performance characteristics, such as melting tempera- 
ture, strength, etc.” The Board also says that one of these alloys (but pre- 
sumably not the other) “is used predominantly in high-speed airplane construc- 
tion and users are willing to pay a considerably higher price for it.” 

The facts are quite different from the Board’s statements. To begin with, 
all aluminum alloys contain two or more alloying elements. Alloy No. 2024 
is a typical aluminum alloy containing at least 94 percent aluminum and 4 
percent copper; alloy No. 7075 is a typical aluminum alloy containing at least 
92 percent of aluminum and 5 percent zinc. Both are classed a heat-treatable 
alloys. Both have approximately the same tensile strength and the same 
melting temperature. The predominant use of both is in the construction of 
high-speed aircraft. Both are sold for comparatively the same price. They 
differ in one performance characteristic: The zinc alloy has somewhat greater 
shear strength than the copper alloy. That difference does not justify the con- 
clusion that the two alloys are not manufactured of the same or substitute 
materials. 

7. From the foregoing, it must be concluded that the Renegotiation Board, 
contrary to the intent of Congress, reasoned backward to obtain its result. 
The Board’s reasoning appears to have been this: j 

(a) High-speed airplanes are used predominantly for military purposes. 


(6) Some aluminum alloys are used predominantly in high-speed airplane 
construction. 
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(c) Users (the military) are willing to pay a considerably higher price for such 
loys. 
™ (a) Such alloys have significantly different performance characteristics than 
some other aluminum alloys. 
(e) Therefore, the aluminum alloys used in high-speed airplane construction 
are not made of “the same or substitute materials” as other aluminum alloys. 
The best remedy for the Board’s administrative inequity would be further 
amendment to the Renegotiation Act restating the congressional policy and un- 
derstanding respecting the term “same or substitute materials.” 


MEMORANDUM ANSWERING THE OBJECTIONS OF THE RENEGOTIATION BOARD TO 
SecTION 4 oF H.R. 5123 


In statements submitted to the House Ways and Means Committee regarding 
H.R. 5123, the Renegotiation Board and its chairman opposed, among other 
things, section 4 of that bill. 

Public Law 870, 84th Congress, approved August 1, 1956, amended the Rene- 
gotiation Act so as to provide for exemption therefrom of any “standard com- 
mercial class of articles” fulfilling all four criteria prescribed in said amend- 
ment. One of these criterion was that “all of such articles are of the same 
kind and manufactured of the same or substitute materials (without necessarily 
being of identical specifications).”’ In administering this portion of the Act the 
Renegotiation Board has defined this criterion in terms of (@) composition of 
the minor alloying elements; (%) performance characteristics; (c) end use of 
products ; and (d) price. The Board has chosen to ignore, as a determining fac- 
tor, the common identity of the overwhelming material content of all articles in 
the class. The fallacy of the Board’s position has been demonstrated in detail 
ina prior memorandum on the subject. 

To correct this administrative inequity and restore the original intent of the 
Congress, section 4 of H.R. 5123 proposes to amend the above-quoted criterion by 
adding at the end thereof the following: 

and for purposes of this clause articles shall be treated as manufactured of 

the same materials whenever the same material constitutes 90 percent or 

more of the total material content of each such article. 
In opposing the enactment of said section 4, the chairman of the Renegotiation 
Board stated: “An article manufactured even in part of different materials, as 
distinguished from substitute materials, might well be a different kind of article 
not entitled to be included in the group of articles sought to be exempted as a 
class.” This is true, but wholly irrelevant. As shown in the prior memorandum, 
some articles manufactured entirely from the same material might be so different 
from each other as not to be entitled to grouping in a “standard commercial class 
of articles.”” This would obviously be true in any case where such articles failed 
to meet all three of the other statutory criteria for the class. Conversely, if two 
or more articles do in fact meet the other three criteria, then they should be 
entitled to be grouped in the class if their overwhelming material content is 
identical. 

In its opposition to section 4 of H.R. 5123, the board wanders just as far from 
the point as does the chairman. The Renegotiation Board comments that the 
use of wholly different materials might entirely change the character of the 
article in question. Section 4 is not directed to this type of hypothetical situa- 
tion. It is directed to the case where the amount of differing materials is very 
minor in the aggregate and where such articles remain of the same character. 

The board also states that “an article made in part of wholly different ma- 
terial would not be likely to remain the same ‘kind’ of article as the others in 
the class, and would in all probability not be sold at prices ‘reasonably com- 
parable’ with those of the other articles in the class.” The obvious answer to 
this statement is that if such articles are not sold at reasonably comparable 
prices, then they fail to meet that particular criterion and would not be eligible 
for grouping as a standard commercial class. Section 4 does not purport to 
affect in any way the existing criterion of sales at reasonably comparable prices. 

Lastly, the Renegotiation Board asserts that the amendment “is completely out 
of harmony with the other provisions of the commercial exemption, and it would 
fail to accomplish any purpose because of the other requirements of a ‘standard 
commercial class of articles.’” The board does not offer any substantiating evi- 
dence to support this summary assumption. The prior memorandum clearly 
demonstrates that the amendment, first, will harmonize with the other pro- 
Visions of the commercial exemption, and, second, will accomplish a real pur- 


7 


126 EXTENSION OF THE RENEGOTIATION ACT 


pose in those specific cases where the articles can and do meet all the other re- 
quirements of a standard commercial class. 


(The following material was received by this committee :) 


SELECT COMMITTEE ON SMALL BUSINESS OF THE 
HOUSE OF REPRESENTATIVES OF THE UNITED STATES, 
Washington, D.C., April 24, 1959. 
Hon. D. MILLs 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C.. 


Dear Mr. CHAIRMAN: During the past several years, the House Small Business 
Committee has developed evidence through hearings and otherwise respecting 
the inability of small business concerns to obtain a proper share of defense pro- 
curement awards. This development appears to stem primarily from the appli- 
cation of the weapons system concept which has failed to provide an effective 
arrangement whereby small business concerns may participate to a proper de- 
gree even as subcontractors. 

In view of the foregoing situation, the House Small Business Committee at 
its last meeting adopted unanimously the enclosed resolution which is respect- 
fully transmitted for consideration by your committee. 

Sincerely yours, 
WrigHt PATMAN. 


RESOLUTION ADOPTED BY THE HOUSE SMALL BUSINESS COMMITTEE 


Whereas the Select Committee on Small Business. House of Representatives, 
recognizes that Congress must take all appropriate action to prevent any further 
decrease in the contracts and subcontracts granted to small business concerns 
in connection with procurement awards by the Department of Defense and 
should, therefore, act to remove any unnecessary barriers or impediments having 
a tendency to restrict or discourage small business participation in the defense 
effort, and 

Whereas existing procurement laws and regulations are serving to impede 
small business concerns in their efforts to obtain an appropriate share of con- 
tracts and subcontracts relating thereto, and 

Whereas under the prevailing procurement weapons system concept, oppor- 
tunities for participation therein by small business concerns are limited pri- 
marily to the role of subcontractors, it follows that any unnecessary law or 
regulation tending to discourage such subcontracting should be amended or 
modified so as to remove such interference, and 

Whereas the economic strength of our entire country would be improved and 
Strengthened if the tremendous sums expended for defense procurement are 
distributed or spread throughout the greatest possible number of concerns doing 
business within the United States: Now, therefore, be it 

Resolved, That the Armed Services Procurement Act of 1947 and the Renego- 
tiation Act of 1951 be amended and modified so as to affirmatively encourage, 
without increasing costs to the Government, prime contracting and subcontract- 
ing to small business concerns; and be it further 

Resolved, That this resolution constitute a declaration of purpose by the Select 
Committee on Small Business, House of Representatives, and is not to be con- 
strued as an adoption or approval of any particular bill heretofore introduced 
during this Congress. 


The Cnarrman. Our next witness is Mr. Charles W. Stewart, presi- 
dent of the Machinery & Allied Products Institute. 


STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY 
& ALLIED PRODUCTS INSTITUTE 


Mr. Srewarr. Mr. Chairman, my name is Charles W. Stewart. I 
am president of the Machinery & Allied Products Institute and chair- 
man of its affiliated organization, Council for Technological 
Advancement, 
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With the permission of the committee, I have asked my colleague, 
Mr. William Healey, to join me. 

May I make this suggestion, Mr. Chairman: You have been through 
a very difficult day. Would you prefer if I were to curtail this testi- 
mony and present it to you in the morning in abbreviated form? 

The CuarrMan. Well, we will have to conclude your testimony this 
afternoon, Mr. Stewart, because we have a full calendar tomorrow. 
We do not want you to feel that you should cramp your presentation 
in any way because of the lateness of the hour. It is something beyond 
your control, I am sure. 

Mr. Srewarrt. I was being deferential to the committee, sir, in view 
of your very difficult day. 


r. Chairman and members of the committee, I should like to first 
suggest that the full statement of the Machinery & Allied Products 


Institute be entered in the record. 
The Cuarrman. Without objection your entire statement and ap- 


pendices will be made a part of the record. 
(Mr. Stewart’s prepared statement follows :) 


Tue Proposep EXTENSION OF THE RENEGOTIATION Act oF 1951—SrTaATEMENT 
OF MACHINERY & ALLIED PRODUCTS INSTITUTE IN PUBLIC HEARINGS BY 


WAYs AND MeAns CoMMITTER, APRIL 27, 1959 


BRIEF SUMMARY OF STATEMENT 


1, Renegotiation needs to be reappraised critically in full perspective. 

A. Does renegotiation really contribute to or does it affect adversely effi- 
cient and economical defense procurement? 

B, Do the concept and the process of renegotiation afford reasonable due 
process and are they consistent with the American system of government, 
particularly during periods of other than all-out emergencies? 

2. Analysis of the Department of Defense request for extension of renegotia- 
tion: 

A, Primary DOD concern has been expressed with respect to procurement 
problems in areas of unique and novel military technologies such as aircraft, 
missiles, space, etc. 

B. The reference to problems in the subcontract area is largely overstated. 
The argument represents a carry-over from early days of renegotiation when 
price redetermination, audit, and other protective devices were not extended 
below the prime contract level. 

3. The request for extension of renegotiation (in the light of repeated exten- 
sions previously and of the reasoning upon which the current extension is based) 
is tantamount to a request for indefinite or permanent extension of renegotiation. 

4. Analysis of advantages and disadvantages of renegotiation: 

A. Its advantages are peculiar to a period of all-out war effort when 
economic conditions require extraordinary devices, when procurement is 
large scale and conducted under tremendous timing urgencies, and to past 
periods when procurement techniques were not sufficiently developed to 
protect the Government’s interest. 

B. Disadvantages: 

(1) The inducement it offers for careless procurement. 

(2) The very serious impairment of incentives to economy and efficiency. 

(3) The arbitrariness of its results. 

(4) The cost to Government and to the economy. 

(5) The burden it places on management. 

(6) The long, continuing financial uncertainty which it produces. 

5. Detailed analysis of the administration’s case for the extension of renego- 
tiation : 

A. General economic conditions are not and can not be cited as the basic 
reason—see appendix B. 

B. Consideration should be given to the procurement apparatus of U.S. 
procurement agencies and the wide range of procurement devices available 
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to protect the Government’s interest, which render renegotiation unnecessary, 


6. Detailed analysis of renegotiation’s effect on productive efficiency, the 
burdens which it imposes on industrial management, its cost to Government and 
industry, and the inescapable arbitraviness of the renegotiation process. 

7. Specific recommendations : 


A. The Renegotiation Act of 1951, as amended, should be permitted to ex- 
pire on June 30, 1959, as presently provided for. 

B. If it is the judgment of Congress that statutory renegotiation should 
be extended in some form, the act should be extensively amended as sug- 
gested below : 

(a) Certain present exemptions and exclusions should be perfected and 
extended: 

(1) By further clarifying amendments to the act the Renegotiation Board 
should be directed to carry out the full intent of the Congress in broadening 
the coverage and simplifying the application of the standard commercial 
article exemption as contained in the 1956 amendments to the act. 

(2) Elimination from the coverage of the act of certain “fringe agencies” 
already initiated by the Congress should be expanded. The procurement 
of the following additional agencies should be removed from the applica- 
bility of the Renegotiation Act: the General Services Administration, the 
public works procurement of the U.S. Army Corps of Engineers, and non- 
military procurement of the Atomic Energy Commission. 

(83) The present exemption of construction contracts let as a result of 
advertised bids should be expanded to cover all contracts let as a result of 
advertised bids and subcontracts thereunder. 

(4) The present provision providing for transfer of losses from one year 
to another, now limited to a loss carryover should be expanded to provide 
for a loss carryback and also to permit, in effect, a carryover and carryback 
of inadequate profits. 

(b) Additional new exclusions and exemptions should be adopted: 

(1) With reference to those areas of procurement not expressly exempted 
or excluded by statute, interested procurement agencies should be required 
affirmatively by law to designate those product categories which in their 
judgment must be subjected to renegotiation in order adequately to safe- 
guard the government’s interest. The statute should lay down broad criteria 
which outline the areas of procurement in which these product categories 
would fall. The enumeration of such criteria should of course be consistent 
with statements of the DOD indicating that renegotiation is most necessary 
where ‘specialized’ items, many of unprecedented nature, and particularly 
in the aircraft, missile, and space fields, are involved. 

(2) Remove, insofar as possible, duplication between renegotiation and 
the application of price redetermination. - 

(c) A semblance of dye process in renegotiation procedures and other 
improvements in the procedures of the board and courts should be written 
into the act. 

(1) Improvement of Board procedures should be directed in order to en- 
able the contractor to deal with important issues during the course of the 
renegotiation proceedings and to assure development of a better record for 
appellate purposes. 

(2) The renegotiation process in the Tax Court by statute should be 
declared a full de novo proceeding, including a guarantee to the contractor 
of an opportunity to rebut all information and evidence, such as contractor 
efficiency reports, accounting analyses, etc., employed by the Board in arriv- 
ing at its determination. 

(3) A contractor should be accorded the right to appeal Tax Court exces- 
sive profits determinations to the U.S. Court of Appeals, and the scope of 
such appellate review should be broadened. This broadened right of appeal 
should apply to all Tax Court decisions rendered after June 30, 1958, in 
accordance with this committee’s recommendation at the time of the last 
extension of the act. 


{d) Other recommendations: 


(1) There should be an adoption and full implementation—presumably 
in conjunction with other cognizant committees of Congress—of the recom- 
mendation contained in the Joint Committee on Internal Revenue Taxation 
1956 renegotiation study that Congress review the entire profit-limitation 
area including the profit limitations of the Vinson-Trammell Act, the Mer- 
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chant Marine Act, the Armed Services Procurement Act, price redetermina- 
tion procedures, etc. 
(2) Limit any extension of renegotiation to a period no longer than 1 year. 

We appreciate this opportunity to present the views on the proposed extension 
of the Renegotiation Act of 1951 of the Machinery & Allied Products Institute 
and its affiliate the Council for Technological Advancement, which represent the 
capital goods and allied equipment manufacturing industries of the United 
States. 

The great bulk of the production of these industries consists of commercial 
products as distinguished from military hardware and components thereof. 
For this reason, coupled with the fact that defense procurement has become 
concentrated in a limited number of product categories as distinguished from 
board-scale procurement of a multitude of supply items during all-out emergen- 
cies like World War II, the impact of renegotiation on the capital goods and 
allied equipment industries is limited. We appear here today, therefore, in the 
light of past experience with the act and primarily to emphasize matters of 
principle. 

The Administration’s request for extension of renegotiation.—Acting Secre- 
tary of Defense Quarles in his letter of March 26, 1959, to the Speaker of the 
House has requested a 27-month extension of the Renegotiation Act of 1951, 
so that it will be scheduled to expire on September 30, 1961, rather than on 
June 30, 1959. In language very similar to that employed by Secretary of 
Defense McElroy in his letter of March 13, 1958, requesting further extension 
of the Renegotiation Act, Acting Secretary Quarles bases his request for still 
another extension on these propositions: 

(a) In large-scale procurement programs involving the purchase of many 
different types of specialized items, many of unprecedented nature, past pro- 
duction and cost experience are not always available for accurately forecasting 
the costs of such items, and pricing policies and contracting techniques of the 
procuring agencies cannot gurantee in all cases against excessive profits [par- 
ticular reference is made to procurement problems in the aircraft, missile, and 
space fields—this should be noted in connection with defining the primary 
product area of concern to the Pentagon] ; and 

(b) Experience has shown that statutory authority for renegotiation of de- 
fense profits has had a saultary effect on contract pricing, particularly in the 
subcontract area. [The subcontract area argument is a carryover from the 
early period of renegotiation when procurement authorities did not extend 
price redetermination, audits, and similar protective techniques to any extent 
below the prime contract level. This situation has drastically changed as we 
shall develop in more detail later.] 

In our general testimony we will deal with each of these considerations upon 
which the administration’s proposal for further extension of renegotiation now 
rests. At this point, we feel constrained to repeat our observation of a year 
ago that the administration’s request has a perfunctory ring to it. So far as 
we can see, no new evidence beyond that advanced in the past is introduced 
in support of the proposition that an extraordinary grant of statutory authority 
adopted at the height of the Korean emergency should be further extended. 

Certainly the members of this committee need not be reminded that the con- 
tinuance of stautaory renegotiation as here proposed would represent a fifth 
extension of the Renegotiation Act of 1951 and that by September 30, 1961, if 
this proposal is enacted into law, American industry will have been subjected to 
an emergency procedure which the Supreme Court has characterized as “Govern- 
ment action * * * (which), although resting on valid constitutional grounds, 
is capable of gross abuse. The very finality of the administrative determina- 
tions here upheld emphasizes the seriousness of the injustices which can result 
from the abuse of the large powers vested in the administrative officials. We 
do not minimize the seriousness of complaints which thus may be cut off with- 
out relief in the name of the necessities of war and for the sake of the defense 
of the nation when its survival is at stake.’ (Italic supplied. )* 

To thus extend statutory renegotiation, which has always been considered 
emergency legislation, over a period of more than 10 years would almost cer- 
tainly give the process a de facto permanency decidedly in conflict with past 
recommendations of this committee, the Senate Committee on Finance, and the 
Joint Committee on Internal Revenue Taxation in its 1956 report relating to 


1 Lichter et al. dba Southern Fireproofing Co. v. United States, 334 U.S. 742 (1947). 
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renegotiation.” Indeed, Mr. Quarles’ recent letter apparently assumes that 
renegotiation is to become permanent legislation since he declares ‘defense 
expenditures are expected under current world conditions to continue at or 
somewhere near their present high rate for the foreseeable future.” To sum- 
marize, the principal rationalization of the Administration’s recommendation for 
extension is that the present large-scale procurement programs involve unique, 
novel, and rapidly changing military technologies and weapons systems which 
make it difficult for the Government to protect its interest through normal pricing 
policies and contracting techniques. The general level of procurement and the 
character of the items which bulk large in that procurement are not likely to 
change, we are told, in the foreseeable future. Thus, we have on one hand the 
alleged justification for the extension and on the other hand an indication that 
the conditions which constitute the justification will be with us into the indefinite 
future. Finally, there is no reported effort on the part of procurement authorities 
to design new and more effective pricing policies and contracting techniques 
or to apply present policies and techniques more effectively in order to preclude 
the necessity for further extension of this extraordinary renegotiation authority. 
[We will have a good deal more to say later about new developments brought 
to our attention in the field of pricing and procurement techniques and their 
effectiveness, present and potential—here we are dealing only with the stated 
position of the Department of Defense. ] 

Review of renegotiation and experience under it when coupled with the 
rationale supporting the current recommendation for extension make it clear 
that renegotiation raises questions central to efficient and economic procurement 
policy and involves possible inconsistencies with objectives of the defense pro- 
eurement statutes. Our statement is intended to emphasize this very important 
fact. I should add that because in our judgment renegotiation cannot be 
adequately tested except in terms of overall procurement policy and procurement 
results we wrote your distinguished chairman on April 6 in the form attached 
to this statement in appendix A. In that communication we also raised the ques- 
tion as to whether all agencies concerned with procurement policy, as distin- 
guished from renegotiation in a narrow sense, shared the views expressed in 
Mr. Quarles’ letter. 

In considering the proposal now before this committee, our statement reviews 
the history of renegotiation from its inception as a legislative improvisation 
during World War II, its utility and propriety under present circumstances, 
and deals further with the grounds upon which the Department of Defense seeks 
to justify its further extension. Testimony to a similar effect has been offered 
by MAPI to this committee in past hearings on this subject. We believe, how- 
ever, that most, if not all, of our general objections to the renegotiation process 
are as valid today as when first presented and, therefore, deserve reiteration and 
amplification in this hearing. , 


THE ADVANTAGES OF RENEGOTIATION DURING EXTREME EMERGENCIES 


Assuming a wartime emergency of the type existing during World War II and 
during the Korean war, there might exist such imbalances in our national 
economy as perhaps to justify employment under emergency powers of a process 
as inherently arbitrary and altogether extraordinary in character as statutory 
renegotiation. A brief review of the history of the process over the past 17 years 
will serve to identify certain of renegotiation’s advantages. 

World War II.—In each of the years 1942, 1943, and 1944, the Federal Govern- 
ment was purchasing about 35 percent of the total output of private industry. 
It was absorbing the entire output of many industries and a major part of the 
output of many others. Under these circumstances cases were numerous in 
which provision had to be made for a retrospective review of contract prices, 
with backward repricing, or a recapture of profits, as the remedy. Since it was 
impossible, in this emergency, to make such a review contract by contract, 
periodic, overall renegotiation of the profits of the contractor emerged as the 
alternative. It was a hastily conceived improvisation to facilitate rapid place- 
ment of contracts under stress of war by personnel wholly unfamiliar with 
procurement on this unprecedented scale. 

Korea.—The Renegotiation Act of 1951, based on the World War II measures, 
was adopted following the outbreak of the Korean war and for the same reasons 


2H. Pet, 2549, 84th Gong. 2d sess. (p. 2); S. Rept. 2624, 84th Cong., 2d sess. (p. 2); 
app. VI, H. Rept. 2549, 84th Cong., 2d sess., (p. 59). : 
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which led to the original statute, although far less justification existed, in our 
opinion. 

- theory, at least, renegotiation represented a clear improvement over avail- 
able alternatives such as the fixed-percentage-of-profit limitations embodied in 
the Vinson-Trammell and the Merchant Marine Acts. Moreover, it proved a more 
suitable emergency procurement device by facilitating rapid procurement and 
providing the contractor with the benefit of an annual overall examination by 
the government of profits from all defense contracts which were deemed to have 
a relationship with the national defense. In addition, from the Government's 
standpoint, it had the advantage of covering subcontracts as well as prime con- 
tracts. (This advantage, as pointed out previously, is no longer vital because 
the Department of Defense has now extended its price redetermination, audit, 
and other controls down the contract chain, as all important subcontractors in 
the defense field can document. ) 


THE DISADVANTAGES OF RENEGOTIATION 


Acknowledging that it has certain virtues in a time of extreme emergency, 
renegotiation possesses a series of incurable defects regardless of the economic 
circumstances under which it is applied. These defects, it should be added, are 
aggravated during nonemergency periods. Listed below are six basic defects in 
the renegotiation process : 

1. The inducement it offers for careless procurement.—In fact, renegotiation 
is simply a means of correcting mistakes in contract pricing naturally to be 
expected in a wartime procurement emergency. In this period of “peaceful 
semimobilization”—to paraphrase past statements of Secretary McElroy—and 
at a time when procurement techniques have reached a high level of sophistica- 
tion, it necessarily becomes an inducement to careless buying. 

2. The very serious impairment of incentives to economy and efficiency.— 
Knowledge that he may be subject to a 100-percent tax, administratively imposed, 
on profits beyond some mystical point at which they cease to be “reasonable” and 
suddenly become “excessive,” cannot fail to impair the contractor’s normal busi- 
ness incentive to enhance profits by improved performance. The logical and 
inevitable result is to reward the inefficient by penalizing the efficient and, in 
the end, the public interest is the loser. 

3. The arbitrariness of its results —Certainly, we have no intention of ques- 
tioning the integrity of Renegotiation Board officials. Such officials must, how- 
ever, rely upon what former Chairman Frank Roberts has characterized as the 
“judgment factor” in arriving at their decisions, with the result that the process 
of renegotiation can never be anything but a wholly arbitrary one and one which 
practically defies rational analysis or retrospective review by appellate courts. 

4. The cost to Government and to the economy.—Acting Secretary Quarles an- 
ticipates that “enactment of this proposal will result in an indeterminable saving 
to the Government.” We have never seen fully documented net savings to the 
Government; we would argue that they are indeterminable not because of 
difficulty of calculation, but because in the end there are no savings. The reverse 
is true—there is a deep and irreparable loss both in terms of dollars and overall 
procurement efficiency. We will comment at length on this question later. .At 
this point let me add that the attempt to justify continuance of extraordinary, 
emergency legislation on the grounds of “indeterminable savings to the Govern- 
ment” is as unjustifiable as it is nonspecific—but we must confess it is consistent 
with the essential vagueness of the renegotiation process itself. 

5. The burden it places on management.—The diversion of urgently needed 
management skills resulting from renegotiation proceedings has deprived the 
defense effort of some of its most vitally needed resources. This becomes par- 
ticularly crucial when we are dealing with the explosive aircraft, missile, and 
space field technologies and when we take into consideration the increased man- 
agement burden being placed by Government on industry through the develop- 
ment of weapons system management techniques, etc. 

6. The long, continuing financial uncertainty which it produces——The contin- 
gent liability imposed on business by the renegotiation process must adversely 
affect internal financing planning and may well be misleading for purposes of 
financial reporting. This is particularly serious when the process of renegotia- 
tion in an individual case may span a period of high-level business activity at 
the start and a period of radically changed business conditions at a later date. 
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DETAILED EXAMINATION OF THE ADMINISTRATION’S CASE FOR EXTENSION OF 
RENEGOTIATION 


It would be instructive we think to consider the circumstances under which 
the Renegotiation Act of 1951 was originally adopted and pertinent circum- 
stances as they now exist. 

We can see no reasons other than economic conditions arising from a grave 
national emergency such as existed in 1951 to justify adoption of such an ex- 
traordinary statutory device as renegotiation. Both the state of the economy 
and the character of the emergency have drastically changed since 1951. This 
is not to say that we are oblivious of the international tensions prevailing today 
or of the dimensions and critical character of our national defense program 
which is responsive to those tensions. But we must be realistic about economic 
conditions in the current period which are quite different from those prevailing 
in the all-out emergencies during World War II and Korea. We must be realistic 
about the portion of our total national product which is now devoted to defense 
production—drastically less than during war periods. We must be realistic 
about the procurement conditions which are attendant to the kind of period in 
which we find ourselves and in which we are likely to be for the indefinite future. 

In summary, economic conditions are different than they are during wartime. 
We are not engaged in the urgent type of crash procurement which was common 
during war periods for all military and related items, and the total economic 
impact of military procurement is quite different. 

Despite these changes in our national economic situation—which are docu- 
mented in some detail in appendix B of this statement—the Pentagon requests 
extension of renegotiation. If not economic circumstances, what are the reasons 
for this request? 

They are, the DOD letter indicates, reasons relating to procurement policy. 
If this is correct, then it follows that the vast procurement apparatus of the 
military services, after 18 years of experience in purchasing unprecedented 
quantities of rapidly changing and increasingly complex weapons and related 
items, still deems itself unable to forsake the “crutch” of renegotiation. 

The tools of procurement.—Just what are the methods of procurement em- 
ployed by the Pentagon and in the use of which we have witnessed the achieve- 
ment of “major improvements in pricing policies and contracting techniques,” 
to quote Secretary McElroy in his letter of March 13, 1958? It would be in- 
structive to consider, first, the nature of contracting techniques available to 
the Pentagon and, second, the use of these devices in actual procurement. 

Military contracting techniques?—Military contracting officers have available 
to them a wide range of contracting devices which are the direct and natural 
result of their unprecedented experience in large-scale purchasing, the purpose 
of which is such as to obtain generally reasonable prices. First of all, the 
military departments may let contracts by advertised bids. For the fiscal year 
1958 about 14 percent of the dollar value of defense contracts with business 
concerns in the United States were so let, and we dismiss that portion of the 
total defense budget from further discussion since it seems clear that as to 
such contracts there is no question of the existence of substantial competition. 

Negotiated defense business, constituting some 86 percent of the dollar total 
in fiscal year 1958, may be divided into two broad categories: cost-reimbursement 
type contracts—further subdivided into three subclassifications—and fixed-price 
contracts of four general types. 

From 1951 through 1958 the use of cost-reimbursement type contracts in- 
creased from about 13 percent of total defense procurement to more than 34 per- 
cent of the whole. There can be no question, we believe, that the Government 
has adequate means of protecting its interest under contracts of this type, since 
the reimbursement of all costs under such contracts is tested by a well-defined 
set of administrative cost principles considerably narrower in its concept of 
cost allowability than that contained in the Renegotiation Act itself. This is 
not to suggest that we necessarily favor the indiscriminate use of such con- 
tracts nor the widespread use of administrative cost principles which do not 
agree with normal accounting practices in the audit of both cost-reimbursement 
and redeterminable, fixed-price contracts. We definitely do not. Insofar, how- 
ever, as theif use bears on the proposed legislation now under study, we re- 
iterate our contention that there would appear to be no doubt of the availability 


1 All figures used in this discussion were obtained from the Office of the Assi Sec- 
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of complete protection of the Government’s interest where such contracts are 
employed. 

By thus eliminating from consideration contracts let by formal advertising 
and cost-reimbursement type contracts, we have for further study about 47 per- 
cent of total defense procurement (based on fiscal year 1958 figures) embracing 
all fixed-price, negotiated contracts. Certain trends of the greatest significance 
emerge from the study of this procurement area wherein, presumably, the 
most serious difficulty is encountered in achieving reasonable contract prices. 

With respect to negotiated fixed-price contracting, military procurement 
officers may contract by means of firm, fixed-price agreements; redeterminable, 
fixed-price contracts with provisions for prospective or retrospective revision of 
the contract price; fixed-price contracts providing for price escalation where 
labor or material costs increase as shown by established indexes ; and incentive- 
type contracts under which the producer’s profit varies directly with cost re- 
ductions achieved. Now let us consider what has happened in the area of 
fixed-price, negotiated contracting during the 7-year period 1951-5s. 

In 1951 nearly 34 percent of the total dollar value of all defense contracts 
contained price redetermination clauses of one kind or another. It may prop- 
erly be inferred, we believe, that during this period a very considerable indeci- 
sion existed on the part of contracting officers as to how to achieve reasonable 
contract pricing. However, by 1958 the use of redetermination clauses had 
decreased from 34 percent of all defense procurement to 6.3 percent. Even 
allowing for some shift from price-redetermination to incentive-type contracts, 
one may fairly conclude that to a substantial extent certainty born of experi- 
ence and the return of intense competition to the market place had replaced 
earlier indecision and inexperience on the part of contracting officers. 

Thus we conclude that the further extension of renogtiation cannot be justi- 
fied either on the ground of inexperience or on the basis of inadequate contract- 
ing techniques. As we have already pointed out, the military departments not 
only have vast experience in purchasing but experience extending over many 
years in the procurement of continuously evolving new weapons. From this 
experience military procurement has developed no less than eight distinct 
contract types designed to meet all of the varying procurement situations which 
may arise in defense purchasing. The changing pattern evident in the use of 
varied contract types points to continuously increasing skill in bargaining by 
military contracting officers. 

* * * * * * A 


Having examined the resourcefulness of military procurement. officers in devis- 
ing tools designed to meet the whole range of contracting situations confronting 
the armed services, let us consider further the Pentagon’s justification of further 
extension of the Renegotiation Act. We should consider these reasons in the light 
of renegotiation’s effect on productive efficiency, the burdens it imposes on indus- 
trial management, its cost to Government and industry, its appropriateness in 
the present economic circumstances, the evident addiction of its proponents and 
administrators to the doctrine of profit control, and, above all, the inescapable 
arbitrariness of the renegotiation process. 


The inescapable arbitrariness of the renegotiation process 


Although the statute enumerates a list of factors to be taken into consideration, 
there is no indication of relative importance as among these factors. Inherently, 
the factors are so broad in their terms and the grant of discretion so unlimited 
that for all practical purposes no restrictions are placed on the Board. By its 
very nature the process of determining excessive profits is fundamentally and 
inescapably arbitrary. 

In an individual case, for example, a contractor in discussions with the Board 
may stress efficiency and cost saving to the Government; the Board makes a 
refund determination ; the contratcor in a later hearing argues that efficiency and 
cost saving have not been rewarded at all, or to a proper degree; the Board con- 
tends the factor has been given due weight. How can this difference of opinion be 
settled in the Tax Court or anywhere else? And even more important, how 
can the contractor prevail on court appeal when he has the burden of proof as 
to the Renegotiation Board’s determination and confronts grounds which he can- 
not ascertain? 
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The late Senator Taft in congressional debate on this subject declared, ‘There 
can be no standard for the determination of what are excessive prosits. So this 
Board would have perfectly unlimited discretion.” [Italics supplied.] ? 

Certainly we have no desire to impugn the integrity of the members of the 
Renegotiation Board. Nevertheless, this extraordinary procedure amounts to 
the imposition of an excess profits tax determined by largely unfettered judg- 
ment and discretion. In the Supreme Court decision cited above (the Lichter 
case, 34 U.S. at p. 754) the court goes to the heart of the matter by observing that 
“the very finality of the administrative determinations here upheld emphasizes 
the seriousness of the injustice which can result from the abuse of the large powers 
vested in the administrative officials.” 

Moreover, the concept and the process of renegotiation are so inescapably ar- 
bitrary that it is extremely difficult to narrow the area of discretion and to change 
the inherent characteristics of the process by piecemeal statutory amendment. 
This has been the experience, for example, with the standard commercial article 
exemption. 

In an original version of this exemption in a House bill attention was focused 
on unreasonable prices. This was changed so that the reference point of excessive 
profits was maintained—in our judgment an unfortunte change. The exemption 
was first enacted into law in 1954. It did not work. In 1956 it was amended to 
streamline the exemption and to make it more generally applicable. The intent of 
Congress, in our opinion, was sound and reasonable. Now we find that the ad- 
ministrative regulations under the 1956 amendment negate the intended effect 
of the amendment in many important respects. (See our specific recommenda- 
tions and Appendix C on this point.) 

In examining the inherent arbitrariness of the renegotiation concept and 
process, it is of course, appropriate to look at provision for appeal to the courts. 
Under the present act recourse is, for all practical purposes, limited to the Tax 
Court, which has exclusive jurisdiction on excessive profits determinations. There 
is evidence that affected contractors have been so frustrated and, in their opinion, 
irreparably damaged by refund determinations that an unusually large number of 
appeals have been taken under the 1951 Act to the Tax Court. The study which 
we made in connection with our testimony in July 1958 showed that as of that 
date over 16 percent of the total dollar refunds ordered under the 1951 act had 
been subject to appeal to the Tax Court with the great bulk of the cases still 
pending. Moreover, the renegotiation Board’s Third Annual Report (1958) in- 
dicates an increase in the rate of appeal of unilateral orders: 198 unilateral orders 
have been issued by the Board through June, 1957, and of that total 53 were 
appealed to the Tax Court; of the 52 unilateral orders issued in fiscal 1958 
alone, 17 were appealed. At the end of fiscal 1958, 51 cases were pending in the 
Tax Court. 

This is particularly significant because of the unfortunate characteristics of 
the appeal opportunity itself. Appeal to the Tax Court is frequently considered 
to be of doubtful value from a practical standpoint for several reasons: (1) it 
extends the time of the ultimate determination, which, as previously pointed out, 
is already painfully long; (2) it is not truly a de novo proceeding since the con- 
tractor cannot refer to an adequate record or rationalization of the Board’s de- 
termination while he must prove the Board’s determination wrong—at the same 
it is de novo in the sense of retrying the entire case with the usual consequences 
of cost, expenditure of time, etc.; (8) since the trial is public a company’s proprie- 
tary cost and pricing data may be spread on the public record; (4) the burden 
of proof is substantial and is on the contractor; and (5) the cost is high, not only 
in dollars, but in executive time, delay in the ultimate financial decision, etc. 

We feel, therefore, that it is especially significant in the light of these basic 
defects in the appeal process that so many determinations by the Renegotiation 
Board have been appealed, and the rate seems to be increasing. 

Renegotiation’s effect on productive efficiency.—Presumably—indeed by stat- 
utory and administrative direction—a contractor is to be rewarded in the 
process of renegotiation for efficiency in production, contribution to the war 
effort, assumption of business risks, etc. The reward consists, however, in 
merely raising somewhat the point at which a profit ceases to be reasonable 
and abruptly becomes excessive. What kind of an incentive is it that amounts 
to no more than a reduction in the number of feathers to be plucked from the 
goose? 


197 Cong. Rec., Pt. I, 82d Cong., 1st sess., p. 1347. 
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The fact is that the mere existence of the renegotiation process is a built-in 
drag on, and a disincentive to, increased efficiency in defense production. Faced 
with the certainty that profits beyond some point, the determination of which 
surpasseth all understanding, will be extracted from him in the laborious, 
painful, and costly process of renegotiation, a defense contractor has no sub- 
stantial incentive to strive for superior performance. Indeed, he may reasonably 
feel that special efforts which result in reduced costs and increased profits 
will do little more than increase the refund to the government. It should be 
emphasized that incentive as used in this connection goes beyond profits as 
such and includes—additionally, and more importantly—the drive for superior 
and continually improving products in the interest of national security. 

This disincentive tendency of the renegotiation process has been intensified 
in the past by the contractor’s frustration in attempting to determine the rationale 
of the decision ordering a refund of “excessive” profits. We note with approba- 
tion that the Board itself in April 1958 issued new administrative regulations 
requiring a greater degree of specificity in its statement of the facts and reasons 
considered essential to its determination of “excessive profits.” Moreover, 
the administration recommends now that Congress in essence write the general 
policy of these regulations into law. As yet, no information appears to be avail- 
able as to whether the Board’s new regulations have achieved their desired 
effect. Therefore, it is difficult to estimate—if the Congress should decide as 
a matter of policy to extend further the Renegotiation Act—just how much 
the administration’s recommendations with respect to amplification of the deter- 
mination statement will accomplish. In any event, because of the basic character 
of the renegotiation process, we seriously doubt whether there can possibly 
be substantial improvement from adoption of the administration’s recommen- 
dation in this regard, as we indicate at a later point in this statement. 

The indispensability of incentive.—In discussing the serious disincentive nature 
of the renegotiation process itself, it seems wholly appropriate to call attention 
to two significant authoritative statements which emphasize the necessity for 
improvement of incentives to contractors in our drive to maintain military 
supremacy. 

In June 1958, the Stever ad hoc Committee on Research and Development of 
the U.S. Air Force Scientific Advisory Board, at page 30 of its report, said: 

“This increased emphasis on research and development has not been, but 
certainly should be, reflected in more favorable arrangements with R&D con- 
tractors. The effectiveness of R&D contract work can be greatly improved * * * 
Although the law permits the payment of fees up to the equivalent of 15 
percent of cost, it is the practice in negotiation to reduce this figure to not 
more than 7 percent. Formulas for computing overhead for both profit and 
nonprofit contracts are so strict that contractors must regularly absorb costs 
that are really essential to getting their R&D done. 

“More incentive is essential if contractors are to continue to put their best 
talents and efforts into R&D work; yet the Air Force must have the very best 
or it will surely fall by the wayside in the race for technological superiority.” 

In an important article, “Decision Making in Weapons Development,” appear- 
ing in the January-February 1958 issue of The Harvard Business Review, Dr. 
J. Sterling Livingston (who was an expert witness in hearings before Senator 
Johnson's Subcommittee on Military Preparedness) has this to say, at page 133: 

“Since we are relying on private corporations for the design and development 
of new weapons required for our survival, it is urgent that profit policies be 
revised at an early date to assure that the incentive to undertake weapons 
research and development work are both adequate and sound so the work will 
be carried out efficiently and economically.” 

In addition to these statements, I should like to call the committee’s attention 
to a provocative address on September 25, 1958, by Gen. E. R. Quesada, now 
Administrator of the Federal Aviation Agency. Among other points General 
Quesada discussed “Risks and Rewards for Technological Development” referring 
to defense procurement. He urged the greater reward of imaginative, creative, 
and efficient weapons producers and the development of some wholly new concepts 
of development rewards and risks. 

We agree completely with these views. Moreover, it would seem obvious that 
imposition of renegotiation on top of a procurement system, which itself seriously 
discourages contractor incentive, virtually extinquishes drive for cost reduction 
and productive efficiency. 
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The burden on management 


Not the least of the waste of scarce resources occasioned by renegotiation 
are the time and effort of top management and professional personnel which 
are devoted annually to renegotiation procedures in both industry and govern- 
ment. The nature and amount of such waste can best be illustrated by reference 
to an actual case which has come to the attention of the Institute: 

A company which employs 237 people filed in August 1953 its initial renegotia- 
tion forms covering the year 1952. The initial determination was arrived at in 
July, 1954, at the regional level. In accordance with Board procedures it was 
automatically reviewed in Washington by the statutory board in November 1954 ; 
the regional board’s determination was upheld in December 1954; a further 
review by the statutory board was undertaken at the contractor's request in 
February and March 1955; the determination was made final in April 1955; 
the case was appealed to the Tax Court in May 1955; the company was subjected 
to an extended audit by the FBI beginning in the summer, 1956, and ending in 
the spring, 1957 (approximately 7 weeks involved) ; the case was tried by the 
Tax Court in June 1957, and on July 31, 1958, was decided adversely to the 
taxpayer. The company now seeks to appeal to the U.S. Court of Appeals. 

Without reference to appeal being sought in the Court of Appeals, the com- 
pany estimated that at least one hundred and thirty (130) total weeks of 
executive time have been consumed and that costs—including executive, legal, 
travel, and clerical—now exceed $37,000. Thus, the case involving 1952 business 
is not yet completely settled in April 1959; the costs to the company are a 


minimum of $37.000, and during the recent part of the period which the case 
covers the company has been seriously affected by recession conditions. More- 
over, it should be emphasized that this company is not an armamentmaker but 
a manufacturer of normal commercial capital goods which produced its regnolar 
product line during the Korean conflict. 

At this point in our statement we use this example particularly to illustrate 
the burden of renegotiation on management. It documents equally well the 
excessive costs of the process and the long-continuing financial uncertainty 
involved. The wholly disincentive character of this experience must be obvious 
to anyone. 


Cost of renegotiation 

It is commonly assumed in Government that renegotiation produces a dollar 
profit for the Treasury. That is to say, by recapturing excessive profits it 
significantly reduces total Government expenditures. This assumption appears 
in Mr. Quarles’ statement that “enactment of this proposal will result in an 
indeterminable saving to the Government.” 

We doubt if the process yields any overall saving; indeed, we are inclined 
to believe that the Treasury sustails a net loss as a result of the renegotiation 
of defense contracts. Our conelusion is based on data whieh, although not 
eonclusive, are strongly suggestive of this result. We have set out below the 
more important statistics which lead us to this conclusion and we ask that you 
read these general statistics in the light of the example cited above. 

Has the Renegotiation Act of 1951 yielded any net revenue?—According to 
the Chairman of the Board in testimony before this committee during last year's 
hearings on extension of the act, recoveries under the Renegotiation Act of 1951, 
through June 30, 1958, amounted in gross to $1,541.83 million but to oniy about 
$539.4 million when adjustments are made to account for the fact that refunds 
are tax deductible. The Board’s costs under the 1951 act have amounted to 
$26.6 million during the same period. It would thus appear that the Treasury 
netted some $512.8 million over the period 1951 through December 31, 1958. 
This, however, is most decidedly not the case. In addition to the tax adjustment 
applicable to the gross refund, before this net recovery can be translated into 
a benefit to the Treasury, there must be subtracted a portion of the direct cost 
to industry for compliance since this total cost is also tax deductible. 

While there are no firm figures on the cost of industry compliance, one-tenth 
of 1 percent.ef the dollar value of renegotiable Government business may be 
taken as a very conservative estimate, particularly when it is considered that 
every contractor has a substantial minimum cost of compliance regardless of 
the dollar amount involved. This has been confirmed by a number of companies. 
The fact that there is a substantial cost of compliance has of course been rec- 
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ognized by reports of cognizant congressional committees.’ In this connection 
we should like to refer you to the footnote appearing on page 71 of the Report 
of the Joint Committee on Internal Revenue Taxation, which reproduces MAPI’s 
further development of this point. 

Applied to the $241 billion of renegotiable sales as reported to the Renegotia- 
tion Board from 1951 through fiscal year 19538,’ the total cost to industry could run 
as high as $241 million. On the theory that industry’s tax-deductible expenses 
for compliance run at this level, the gain to the Treasury would be reduced to 
about $448.5 million at best. This gain of $448.5 million over the 7-year period 
or renegotiation under the 1951 act should be evaluated in the light of a cost of 
$241 million to industry merely to comply with the act. 

Finally, further adjustments need to be made which would wipe out any 
gain whatsoever, and, indeed, in our judgment create a substantial net loss. 
An allocable charge to the renegotiation process should be made of the cost 
involved in time and work of Department of Defense personnel in liaison with 
the Renegotiation Board, including the furnishing of contractor efficiency re- 
ports, etc. An allocable charge to the renegotiation process should be made 
for the costs of investigation by the FBI and litigation by the Department of 
Justice in the growing number of appeals filed with the Tax Court and (as 
proposed) for the Court of Appeals. And, finally, and most important, we 
must place a price tag, and a very substantial, perhaps critical, one from the 
standpoint of our security program, on those disincentive features of renegotia- 
tion already described, including inflated costs, and inferior performance in 
government contracting both by the contractor and contracting personnel. At 
the minimum there is no net gain to the Treasury. At the worst there is a 
substantial loss both financially and in terms of our national defense program. 

By way of anticipatory rebuttal, the present request for further extension 
contends that the mere existence of the Renegotiation Act has had a salutary 
effect upon contract pricing by prompting contractors to negotiate closer prices 
at the inception of the contract. Without commenting on the obvious implica- 
tion that government by threat is good government, we continue to believe that 
renegotiation constitutes a crutch which leads to loose and careless negotiation 
by contracting officers. We respectfully submit, as pointed out above, that 
the loss to the economy resulting from the lack of incentive to the renegotiable 
contractor to cut costs and maximize production efficiency more than offsets 
any possible gain, The alleged salutary effect on contract pricing is illusory. 

Of course, the Board could considerably increase the present amount of re- 
captured profits by arbitrarily lowering the percentage allowances which they 
have heretofore accepted as reasonable. We do not contend that the Re- 
negotiation Board's effectiveness or administrative accomplishments should be 
judged wholly on the basis of the amount of dollars which it is able to recapture 
by way of refund. Since, however, this would appear to be one of the principal 
remaining justifications which are advanced for continuing renegotiation, we 
have given the matter consideration. 


Renegotiation in the light of present economic conditions 

As indicated previously, consistent with the history of renegotiation authority 
and its original justification, we have adopted the existence of competitive 
markets as the major criterion for deciding whether renegotiation is necessary. 
It is appropriate, therefore, to turn to an analysis of our present economy to 
ascertain if this criterion has been satisfied. The answer, however, is a fore- 
gone conclusion, since the presence of competitive markets today is generally 
conceded. We, therefore, relegate this discussion to appendix B. 

It should be said again in passing that we recognize that in the more recent 
extensions of renegotiation and in the current request for extension the Govern- 
ment has attempted to justify extension primarily on grounds other than those 
relating to the extent of competition prevailing in markets. These other con- 
siderations, largely relative to procurement techniques as applied to new and 
novel weapons and items, are dealt with at length elsewhere in the statement. 


1 House Report No. 2549, 84th Cong., 2d sess., S. Rept. No. 2624, 84th Cong., 2d sess. ; 
and report of the Joint Committee on Internal Revenue Taxation relating to renegotiation, 
appendix VI, H. Rept. 2549, 84th Cong., 2d sess. 

“This figure is based on the discussion contained in the hearings before the Subcom- 
mittee on Independent Offices of the House Committee on Appropriations, 86th Cong., 
Ist sess., January 26, 1959, at page 21. 
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SPECIFIC RECOMMENDATIONS 


Having considered the theory and history of renegotiation, the advantages 
and disadvantages of the process, the extent to which it is necessary in the light 
of special procurement problems, and the propriety of its use under present 
economic circumstances, we turn now to specific recommendations. These recom- 
mendations are summarized below, followed by a more extended discussion of 
each. 

1. The Renegotiation Act of 1951, as amended, should be permitted to expire 
on June 30, 1959, as presently provided for. 

2. If it is the judgment of Congress that statutory renegotiation should be 
extended in some form, the act should be extensively amended as suggested 
below : 

A. Certain present exemptions and exclusions should be perfected and 
extended : 

(1) By further clarifying amendments to the act the Renegotiation Board 
should be directed to carry out the full intent of the Congress in broadening 
the coverage and simplifying the application of the standard commercial 
article exemption as contained in the 1956 amendments to the act. 

(2) Elimination from the coverage of the act of certain fringe agencies 
already initiated by the Congress should be expanded. The procurement 
of the following additional agencies should be removed from the appli- 
eability of the Renegotiation Act: the General Services Administration, the 
public works procurement of the U.S. Army Corps of Engineers, and non- 
military procurement of the Atomic Energy Commission. 

(3) The present exemption of construction contracts let as a result of 
advertised bids should be expanded to cover all contracts let as a result 
of advertised bids and subcontracts thereunder. 

(4) The present provision providing for transfer of losses from one year 
to another, now limited to a loss carryover, should be expanded to provide 
for a loss carryback and also to permit, in effect, a carryover and carry- 
back of inadequate profits. 

B. Additional new exclusions and exemptions should be adopted: 

(1) With reference to those areas of procurement not expressly ex- 
empted or excluded by statute, interested procurement agencies should be 
required affirmatively by law to designate those product categories which 
in their judgment must be subjected to renegotiation in order adequately to 
safeguard the Government’s interests. The statute should lay down broad 
criteria which outline the areas of procurement in which these product 
eategories would fall. The enumeration of such criteria should of course be 
consistent with statements of the DOD indicating that renegotiation is most 
necessary where specialized items, many of unprecedented nature, and 
particularly in the aircraft, missile, and space fields, are involved. 

(2) Remove, insofar as possible, duplication between renegotiation and 
the application of price redetermination. 

C. A semblance of due process in renegotiation procedures and other im- 
provements in the procedures of the board and courts should be written 
into the act: 

(1) Improvement of Board procedures should be directed in order to 
enable the contractor to deal with important issues during the course of 
the renegotiation proceedings and to assure development of a better record 
for appellate purposes. 

(2) The renegotiation process in the Tax Court by statute should be 
declared a full de novo proceeding, including a guarantee to the contractor 
of an opportunity to rebut all information and evidence, such as contractor 
efficiency reports, accounting analyses, etc., employed by the Board in 
arriving at its determination. 

(3) A contractor should be accorded the right to appeal Tax Court ex- 
cessive profits determinations to the U.S. Court of Appeals, and the scope 
of such appellate review should be broadened. This broadened right of 
appeal should apply to all Tax Court decisions rendered after June 30, 1958, 
in accordance with this committee’s recommendation at the time of the last 
extension of the act. 

D. Other recommendations: 

(1) There should be an adoption and full implementation—presumably in 
conjunction with other cognizant committees of Congress—of the recom- 
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mendation contained in the Joint Committee on Internal Revenue Taxation, 
1956 renegotiation study that Congress review the entire profit-limitation 
area including the profit limitations of the Vinson-Trammell Act, the Mer- 
chant Marine Act, the Armed Services Procurement Act, price redetermina- 
tion procedures, etc. 

(2) Limit any extension of renegotiation to a period no longer than one 

ear. 

. DETAILED DISCUSSION OF SPECIFIC RECOMMENDATIONS 


It is unnecessary to repeat except in categorical and brief terms that our 
fundamental recommendation is the termination of the Renegotiation Act of 
1951 as of June 30, 1959. 

We should add that our comments on possible amendments to the act in the 
event it is extended should not be interpreted as any qualification of our basic 
view. They are offered here solely to be fully responsive to the committee and, 
more important, to emphasize through the medium of amendment discussion 
how hopeless are the concept, the process, and objectives of renegotiation under 
conditions other than extreme emergency. 


CERTAIN PRESENT EXEMPTIONS AND EXCLUSIONS SHOULD BE PERFECTED 
AND EXTENDED 


The standard commercial article eremption 


Although narrow in definition and unreasonably narrow in implementation, the 
amendments to the standard commercial article exemption enacted in 1956 
represent a distinct improvement over the prior provision. The legislative 
history of this amendment indicates a clear congressional intent to liberalize 
the act and to reduce the administrative burden incident to compliance with it. 

As a result of a too narrow statutory and administrative definition of standard 
commercial articles, industry generally has not availed itself of this exemption 
to the degree which might have been expected from a liberalization of the rene- 
gotiation process. To be sure, the Renegotiation Board has suggested on page 
12 of its 1958 annual report that this surprisingly small number of filings under 
the standard commercial article amendment may be accounted for by the use of 
the self-executing provisions of the exemption. It would be generous to say that 
this statement is misleading. The fact is that the definition of an article to which 
self-executing provisions may be applied is so limited that relatively few com- 
panies are permitted to use this approach under the present regulation.’ Indeed, 
applicable administrative regulations stipulate “for the purposes of this exemp- 
tion the term ‘article’ will be given a narrow meaning.” For example, the only 
differences tolerated within the category of a single article are those of dimension, 
size, or of some nonfunctional characteristic such as color or marking, and in 
any event the differing articles must be sold at the same price. 

We recognize the necessity for reasonable limitation in this area. It would 
seem to us, however, that adherence to the pattern of interpretation illustrated in 
current regulations which, for example, require that a distinction be made 
between typewriters with pica type and those with elite type, inevitably renders 
the self-executing provisions of the standard commercial article exemption a 
virtual nullity for many companies whose product lines include a broad catalog 
of items with slight differences, and whose record-keeping may not coincide with 
the distinctions drawn by the regulations. 

One of the outstanding features of the capital goods and allied equipment 
industries in this country—which are represented by the Machinery & Allied 
Products Institute—is the ability to achieve the economics of standardized pro- 
duction and still provide a variety of minor variations suited to individual 
customer’s needs. Although present self-executing provisions of this exemption 
might conceivably be applied by a contractor willing to develop a multiple classi- 
fication of records for each article, the burdensome and costly record-keeping 
procedures required make this an impractical alternative. 

The result has been that companies whose products fall in this area must 
apply to the Board for approval under two other criteria: articles which are 


1 Under the law, the standard commercial article exemption may be self-executing where 
the article is: (1) either customarily maintained in stock by the contractor or is offered 
for sale in accordance with a price schedule regularly maintained by the contractor or 
subcontractor, and, (2) at least thirty-five percent (35%) of the sales of such articles are 
nonrenegotiable. The narrow definition of ‘‘article’ is contained in part 1467, subpart B, 
the Renegotiation Board Regulations. 
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nearly identical with the standard commercial articles and a standard com- 
mercial class of articles. Current regulations implementing these two definitions 
are so narrow as to eliminate any possibility of their application by many 
companies producing a broad line of standard equipment which may be slightly 
modified to meet military specifications. Since articles of the same kind must 
be sold at a price reasonably comparable with the price of the standard commercial 
article selected for comparison, this definition becomes exceedingly important. 
Unfortunately, the present regulations allow only such differences between the 
prices of two articles as are attributable to measurable characteristics and are 
explainable in terms of market-tested differences shown in the contractor’s estab- 
lished commercial pricing pattern. Price differences based on measurable char- 
acteristics are relatively easy to apply in standard metal products such as 
sheeting, tubing, etc.; they are practically meaningless when applied to the 
almost infinite variations of machinery and machine tools. We emphasize our 
belief that the intended liberalization of the Renegotiation Act has been only 
partly accomplished through the 1956 amendment and the standard commercial 
article exemption. In view of the excessively narrow regulations which apply 
to use of the exemption a broader statutory directive is required. Manufacturers 
of general machinery, machine tools, bearings, chain, refrigeration machinery, 
power generating and transmitting equipment, and electrical equipment—to name 
only a few standard capital goods lines which are adapted and varied to meet 
individual customer needs without changing the essential character of the stand- 
ard articles involved—are in many cases precluded from either applying the 
exemption on a self-executing basis or from filing for an exemption despite the 
vigorous competition which exists, and seems likely to continue to exist, in these 
industries. 

In order to give the committee full background on our objections to the 
standard commercial article exemption as interpreted in the regulations, the full 
text of our letters of October 27, 1956, and December 14, 1956, to the Honorable 
Thomas Coggeshall, chairman of the Renegotiation Board, are attached in 
appendix C. We should add that no corrective action has been taken by the 
Board even though in our judgment, despite unfortunate statutory language 
coupled with certain references in committee reports, the Board could have 
made administrative changes to carry out the full intent of the Congress. The 
problem is illustrative once again of the character of the renegotiation process 
and the extent to which this extremely broad discretionary authority is 
difficult to control once granted, even when Congress issues a liberalizing 
directive as in this case. 


Exemption of additional fringe agencies 


The last extension of the Renegotiation Act eliminated all but eight agencies 
from the act’s application. This limitation on-the scope of the act was quite 
properly justified on the basis that the procurement in the so-called fringe 
agencies eliminated was primarily nonmilitary and for articles of standard 
specifications. 

By reference to these same criteria we recommend that the procurement of 
certain additional agencies be eliminated from the coverage of the Renegotiation 
Act. Such eliminations would include purchases of the General Services Admin- 
istration, purchases in connection with civil works functions of the U.S. Corps of 
Engineers, and nonmilitary procurement of the Atomic Energy Commission. 

There has been ample pricing experience in the procurement of all three 
agencies, the purchases of which we recommend for elimination from renegotia- 
tion. As for GSA and the Engineers, items procured are only rarely of novel 
design and in almost every case are subject to adequate competition. It is 
true, of course, that the General Services Administration purchases certain items 
intended primarily for military use—including, for example, aircraft tires and 
jet engine fuel. These items—like machine tools and heavy machinery—are suf- 
ficiently standardized, we are informed, so as not to create any unusual pricing 
problems of the type to which DOD has referred. In the case of nonmilitary 
expenditures of the Atomic Energy Commission, we fail to see any justifica- 
tion for continuance of renegotiation either in terms of an emergency or special 
procurement difficulties. 


Haempt all formally advertised contracts and subcontracts thereunder 


As suggested by Senator Sparkman during debate on the extension of the 
Renegotiation Act in 1956, we recommend that all contracts let as a result of 
formal advertising procedures be excluded from the application of the Renegotia- 
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tion Act. Subcontracts under such prime contracts should also be exempted. 
Obviously, there would seem to be no question of the existence of substantial 
competition in the great majority of such cases. 

It does not appear necessary to argue at length in support of this recommenda- 
tion, which is generally consistent with one provision of identical bills introduced 
by a number of members of the House Select Committee on Small Business (H.R. 
6382-87). Suffice it to say that such action would be a logical extension of the 
present exemption of construction contracts let as a result of advertised bids. 
It would recognize the almost certain fact that there is substantial competition 
where the advertised bid form of procurement is employed and that advertised 
contract prices to the Government are reasonable. Finally, it is to be presumed 
that where the Government employs advertised bid contracting as a method of 
procurement it is not dealing with intricate and novel procurement items such 
as the complex weapons system which we hear so much about. 


Carryover and carryback of losses and inadequate profits 

At present the act permits a carry-forward of losses. We recommend adoption 
of a loss carryback provision also. This proposal was given some consideration 
at the time of the 1956 extension and was rejected on the grounds that such a 
earryback would create “uncertainty” and “administrative difficulties” (Hs. 
Rept. 2549, 84th Cong., 2d sess., p. 8). We ask that the question be reopened 
since we do not see how the process of renegotiation could be made more uncertain 
and we believe that the administrative difficulties might be overcome. 

In addition, a similar provision should be enacted which would, in effect, 
authorize a carryover and carryback of inadequate profits. The current 
Renegotiation Act and administrative regulations thereunder are applied on 
an annual basis. Seldom, if ever, does the Renegotiation Board look at condi- 
tions prevailing in prior or subsequent years in order to determine whether the 
profits during the current year were excessive in the light of the individual 
company’s longer range experience. 

As a result of the annual accounting approach, a company whose profits are 
bunched in 1 or 2 years from a series of contracts lasting over a number of years 
will be penalized for excessive profits during the years in which the company was 
able to obtain the benefits of the cost reduction flowing from production experi- 
ence even though the company had earned little or no profit during the early 
period of performance in which development and reproduction costs were high. 
We know of actual cases which illustrate this point. 

It was the contention of the Renegotiation Board itself at the time further 
extension of this act was under study by the staff of the Joint Committee on In- 
ernal Revenue Taxation that an amendment of the type here proposed was not 
required. Subsequent events and the Board’s regulations themselves would seem 
clearly to indicate that a statutory provision of this type is necessary in order to 
achieve an equitable solution. 


NEW PROVISIONS FOR EXCLUSION OR EXEMPTION 


Pinpointing of product categories to be subject to renegotiation 


If, as the DOD letter of request implies, the procurement problems of the 
Pentagon requiring further extension of renegotiation fall primarily in certain 
procurement areas, particularly new and unique weapons where there is no 
procurement experience available and cost and pricing data are difficult to obtain, 
then we suggest that a totally different concept of renegotiation coverage be 
considered. 

The act already contains certain exclusions and exemptions; we have recom- 
mended effecting an expansion of certain of these exclusions and exemptions if 
the act is to be extended at all. We recommend further as to remaining areas 
subject to renegotiation by statute that, if the present act is extended, it be so 
amended as to place upon those procurement agencies affected a burden to desig- 
nate affirmatively those specific procurement areas which they feel must be made 
subject to renegotiation in order to protect adequately the Government's inter- 
ests. In the net, what we are saying here is that the burden should be placed on 
the Department of Defense to delineate and delimit these special problem areas 
of procurement to which the Department refers and for which it claims the need 
for continuance of this extraordinary disincentive device. 

To accomplish this end Congress might well employ methods similar to those 
authorized in section 401 of the Second Deficiency Appropriation Act of 1948, 
under which the responsible administrative authority (e.g., the Secretary of De- 
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fense) was charged with the affirmative duty to designate for subsequent re- 
negotiation those classes of contracts which, in his judgment, merited the designa- 
tion. This seems to us a wholly logical approach under present economic condi- 
tions, particularly where a general presumption exists in favor of firm pricing 
and competitive bidding, rather than retroactive correction, and where the ap- 
parently troublesome procurement problems are limited almost entirely to en- 
larged procurement of new missile weapons systems and similar items. The 
situation is not unlike the Air Force buildup of 1948 and 1949, when this proce- 
dure was originally adopted. We would vary the 1948 approach, however, by 
requiring the designation of product line categories rather than classes of con- 
tracts, because we believe that the problem is more readily stated under current 
conditions in terms of product category than by contract type. 

Statement of congressional intent needed—While this approach will put re- 
negotiation in its proper place as an instrument of procurement policy to be used 
like any other device, selectively, and in appropriate cases at the discretion of the 
procurement authorities, such an approach will not suffice, in our judgment, 
without an explicit statement of congressional intent set forth in the Renegotia- 
tion Act itself. This statement should make it unmisakably clear that the 
purpose of renegotiation is to correct, retroactively, mistakes in the pricing of 
Government contracts and subcontracts, and renegotiation is to be used by the 
military and atomic energy procurement agencies only when, for some reason, 
adequate protection for the Government cannot be obtained through various con- 
tractual provisions at the time a contract is let. 

This statement of congressional intent should emphasize that nonrenegotiable 
pricing is the normal goal of procurement policy and should be employed as 
widely as conditions permit so as not to interfere unwisely with the maintenance 
of a normal commercial relationship between the Government and its suppliers. 
It should indicate that in normal competitive markets the price of the best sup- 
plier is presumably a reasonable price requiring no retroactive review. 

The affirmative designation of renegotiable contracts which we have suggested 
above need not and should not be done on a contract-by-contract basis but for 
those product categories which, in the judgment of the officials responsible for 
purchasing, come within the purview of this intent. As experience is gained, 
these areas would obviously change. 

The flexibility of the approach here suggested is, we believe, essential should 
the Congress decide to extend the act. One other desirable feature of this 
approach is its flexibility in case of war. Our recommendations and analysis 
herein are based upon the present cold war situation. Should a war of any 
considerable magnitude break out a fresh look at the problem would be in order. 
However, the military departments, under this proposed method, would have at 
their disposal the proper means to safeguard themselves until such time as 
Congress could reexamine the situation. 


BRING ABOUT A SEMBLANCE OF DUE PROCESS IN RENEGOTIATION PROCEDURES AND 
OTHERWISE IMPROVE THE PROCEDURES OF BOTH THE BOARD AND THE COURTS 


Procedural defects in the renegotiation process both in connection with Re- 
negotiation Board proceedings and in appellate proceedings need to be remedied. 


Board procedures 


Section 105(a) of the act should be amended to require that the Board, with 
respect to its statement in connection with an excessive profits determination, 
discuss separately each of the statutory factors contained in section 103(e) 
of the act. Moreover, the Board should be required to discuss in detail the 
information on which its conclusions of fact were based, and the renegotiated 
contractor should be permitted inspection of all data and material in the Board’s 
possession regarding its determination, including the report supplied by the 
procurement agency respecting the contractor’s efficiency. 

We feel that these amendments are absolutely necessary in order to insure 
that a contractor: will have an adequate record of the Board’s proceedings. 
Such a full record is vital to enable the contractor to decide whether or not 
the Board’s determination should be appealed to the Tax Court; it is also 
essential to any effective Tax Court trial. In the light of these recommenda- 
tions, we wish to endorse in general section 3 of H.R. 5123, introduced by 
Representative King, one of the distinguished members of this committee. 
Furthermore, we feel that the administration’s recommendations in this respect 
(sec. 2(b) of the administration bill) are totally inadequate to accomplish the 
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objective of amplifying the Board’s statement because it basically would do no 
more than write into the statute section 1477.4 of the Renegotiation Board 
regulations. This provision of the regulations is, we concede, a step in the right 
direction, but we feel that its effectiveness is almost completely nullified by its 
specific statement that “the facts and reasons considered essential to the determi- 
nation will be stated in such form and detail as may be appropriate in the 
particular case.” The Board is of course the judge of appropriateness in any 
particular case. 

We anticipate that the procurement departments initially may object to this 
recommendation in view of the fact that it places added responsibilities upon 
them and represents a change in the existing method of operation. However, 
it would have the special merit of placing responsibility on those very depart- 
ments which have urged the need for some type of renegotiation. Moreover, 
those departments would be in a position not only to survey continuously these 
admittedly troublesome procurement areas but would have the accompanying 
responsibility of continually reviewing their decisions and would be subject 
to the constant incentive to rely more on competitive bidding and firm initial 
pricing. 


Overlapping of renegotiation and redetermination 


The pyramiding of renegotiation on top of redetermination seems to be 
needless duplication of effort. The removal of the duplication presents certain 
problems. May we offer these preliminary suggestions. 

The Congress should indicate that where renegotiation is made applicable 
price redetermination should not, as a general rule, be required as an additional 
and duplicating device. Where a contract is subsequently to be renegotiated, 
price redetermination should be used only in unusual cases. Where, however, 
procurement officials consider it necessary, due to particular circumstances, to 
use redetermination clauses, contracts so drawn would naturally continue to be 
affirmatively designated for renegotiation, since one of the principal purposes 
of the renegotiation process is the opportunity afforded for an overall review of 
profits. 


Tax Court procedures 


At some point in the renegotiation process the contractor should be accorded 
basie procedural due process in accordance with our judicial traditions and with 
at least the spirit of the Administrative Procedures Act of 1946. Such pro- 
cedural due process is in our judgment even more important at the Tax Court 
level than at the Board level. When a contractor has received an adequate 
statement from the Board with respect to its determination he may then decide 
whether to file a petition for Tax Court redetermination of excessive profits. 
In order to insure that the contractor will receive fair play at this level of the 
proceedings we suggest that the statute be amended to make it absolutely 
clear that the Tax Court proceeding is to be a de novo proceeding and that the 
contractor is not to be faced with the burden of proving that the Board’s ex- 
cessive profits determination is erroneous. We feel that the act should be 
amended to state even more strongly than at present that there is no burden 
of proof on the contractor with respect to the Board’s determination. Such 
an amendment seems vital because of a long line of Tax Court decisions on this 
particular issue, culminating in the Vaughn Machinery case, 30 T. C. No. 100 
(July 31, 1958), in which the court commented, “the petitioner bears the burden 
of proving that determination [by the Board] is erroneous * * * it must be 
affirmatively proved by petitioner that the Board has failed to give proper 
consideration and weight in reaching its determination to all evidence favoring 
petitioner, including [the statutory factors].” As indicated above, with the 
presently inadequate Board statement, a contractor is in most cases completely 
unable to meet this burden of proof requirement because as a practical matter 
he has no actual knowledge of the specific facts, documents, conversations, 
opinions, etc., which were used by the Board in order to reach its determination. 

In accord with these recommendations we would like to commend to the 
committee’s consideration the provisions of section 5(b) of Mr. King’s bill 
(H.R. 5123). 


Appellate review of Tax Court decisions 

The contractor’s right to judicial review by the U.S. courts of appeals of 
Tax Court renegotiation decisions should be broadened to conform with the 
requirements of section 7482 of the Internal Revenue Code of 1954 (which 
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governs appeals from Tax Court tax decisions). Such an amendment would 
direct the U.S. courts of appeals to review Tax Court renegotiation decisions 
“in the same manner and to the same extent as decisions of the district courts 
in civil actions tried without a jury.” At the present time section 108 of the 
Renegotiation Act specifically precludes any judicial review of an excessive 
profits determination. We fail to see any adequate reason why an excessive 
profits determination by the Tax Court (which is after all an administrative 
rather than a judicial body) should be sacrosanct in the sense that such de- 
terminations are not subject to judicial review, and we are encouraged to note 
apparent agreement by the administration on this matter. 

We urge, however, adoption of section 5(a) of Mr. King’s bill (H.R. 5123) 
rather than section 3 of the administration’s proposal on the ground that full 
judicial review of Tax Court excessive profit determinations should apply to all 
Tax Court decisions rendered after June 30, 1958. There is ample justification 
for Mr. King’s position on this matter because, as we are sure you will recall, 
your committee report on the 1958 renegotiation extension bill (H.R. 11749) 
recommended the adoption of the judicial review proposal to apply to all Tax 
Court decisions rendered after June 30, 1958. Upon the recommendation of the 
Senate Finance Committee the judicial review proposal was omitted in the bill 
before it became law, but the Finance Committee commented “that this action 
was without prejudice as to the merit of the proposal. There was insufficient 
time for adequate consideration of this section of the bill; thus it was stricken 
with the understanding that this subject would be given thorough consideration 
in connection with the next extension of the act.” 

We feel that the matter of the effective date of the judicial review proposal 
is a part of the “merits” of the proposal. Furthermore, the administration 
recommends that the proposal apply with respect to Tax Court decisions rend- 
ered after December 31, 1958. Thus, even under the administration’s recom- 
mendations, the proposal would be retroactive to the first of this calendar year. 
We can see no reason in logic or equity why the proposal should not be retro- 
active to the first of the fiscal year, in accordance with this committee’s 1958 
recommendations to the House. 


OTHER RECOMMENDATIONS 
Overall study 


For a number of years MAPI has recommended an overall study that would 
review the entire profit limitation area, including renegotiation, the profit 
limitations of the Vinson-Trammell and the Merchant Marine Acts, and other 
provisions of procurement statutes. In connection with last year’s 6-month 
extension of the act, this committee directed a broad review of renegotiation. 
We understand that this has been proceeding informally, but we assume that 
this review has not engaged the whole complex of questions which we feel are 
involved in renegotiation, price redetermination, Vinson-Trammell, and, above 
all, how to procure military products most efficiently and what collateral pro- 
tective devices, such as renegotiation, should be employed, if any. 

The tendency is to take these matters up piecemeal. This tendency is, in part, 
attributable to the division of responsibility and jurisdiction between various 
Congressional committees. Naturally, we would hope that this study would be 
approached, not alone from the technical aspects of procurement, audit, and 
pricing, but would give overriding consideration to how the government might 
get the best product for the procurement dollar while granting proper reward 
for efficiency, imagination, and general performance. 

May we offer these comments in advance about the Vinson-Trammell and 
Merchant Marine Acts. We urge the committee to consider eliminating the 
profit recapture provisions of both acts. 

The profit-limitation provisions of the Vinson-Trammell Act date from the 
original adoption of that act in 1934. The Merchant Marine Act has contained 
similar provisions: since 1936. In the case of the Vinson-Trammell Act it is 
noteworthy, we think, that the arbitrary fixed-percentage-of-profit limit was 
tacked on to the bill on the House floor after it was reported out by the committee 
and was devised, of course, at a time when military procurement was only a 
tiny fraction of what it is today. Moreover, the profit-limitation feature of the 
act affected only a small number of private contractors since a very considerable 
amount of ship and aircraft manufacturing at that time was undertaken by the 
government itself. 

The almost continuous suspension of the profit-limitation provisions of both 
acts during World War II, the periods of the excess profits tax, and, more re- 
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cently, under the Renegotiation Act of 1951, attest to the fact that Congress has 
consistently recognized them as inappropriate procurement devices under present 
circumstances. Up to this time, however, Congress has seen fit only to suspend 
rather than to eliminate them. 

The only proper cure for the problems posed by these two acts and their 
relationship to the Renegotiation Act is to eliminate once and for all their 
archaic and completely unnecessary profit-limitation provisions. All of the 
arguments for the elimination of renegotiation can be made even more strongly 
for the elimination of these statutory provisions. Surely no one either in govern- 
ment or industry could justify the pyramiding of price redetermination, statu- 
tory renegotiation, and the subjection of defense contractors to the wholly crude 
provisions of these two acts. 


Limit extension to maximum of 1 year 


The process of legislating renegotiation into permanency by extension after 
extension must, in our judgment, cease. Under no circumstances, we feel, should 
the Congress extend the act for more than 1 year until after the overall study 
of profit limitation pursuant to the 1956 Joint Committee recommendation is 
completed and reviewed by the Congress. 


PENDING RENEGOTIATION BILLS 


Although this hearing is not primarily addressed to pending bills on renego- 
tiation we feel obliged to comment on at least one further point, the agreed 
profits provision of section 2 of Mr. King’s bill (H.R. 5123). 

The entire bill reflects a very thoughtful review of the process of renegotiation 
and an attempt to provide solutions to some of the more objectionable aspects 
of the process. If it does nothing else, therefore, it identifies problem areas and 
offers certain solutions to them. Mr. King is to be commended for this 
contribution. 

Moreover, as indicated in previous parts of this statement pertaining to the 
procedural defects in renegotiation, we endorse the objectives of sections 3 and 5 
of the bill. 

With respect to section 2 of the bill, however, we have some concern. This 
section would add a special rule respecting excessive profits. It apparently 
attempts to provide a floor or minimum of reasonable profits. To state it dif- 
ferently, the section is apparently grounded in the objective of introducing some 
measurable minimum standards into an area of government administration 
characterized by vagueness, indecision, and possible capriciousness. With this 
objective, at least, at first blush, we have considerable sympathy. 

But we feel obJiged to enter our dissent to the approach embodied in the section 
on certain grounds of principle. Other than in all-out emergencies, we con- 
sider that renegotiation has proved itself to be a bad law, unsusceptible of fair and 
equitable administration and contrary to the basic and fundamental principles 
of our Government. To adopt and legislate a profit-measurement formula as 
a part of renegotiation even though the formula is intended to provide merely 
a floor or some measure of certainty in this vague and mystical area is tanta- 
mount to accepting the principle of profit control by the Government during 
nonemergency periods. For this reason primarily we are concerned about this 
proposal. 

We are concerned, also, for an additional reason. A minimum provided by 
statute or regulation in an area like this frequently becomes a maximum. The 
Renegotiation Board, in the light of its past performance, would hardly be likely 
to consider profits above the formula level (“agreed profits’ plus 10 percent) 
as anything but excessive profits. Moreover, whether it is viewed as a minimum 
or a maximum it attempts to introduce the element of certainty provided by a 
fixed rate into an area where the uncertainty of risk and reward is the very 
thing that calls for the best effort of the defense contractor. Adoption of this 
step, in our judgment, would represent inadvertent endorsement of the principle 
3 fixed-profit limitation embodied in the Vinson-Trammell and Merchant Marine 

cts. 


This completes our formal statement on the proposed extension of the Re- 


negotiation Act of 1951. We greatly appreciate this opportunity to be heard on 
this subject which is more important in principle than in technical detail and 
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which involves fundamental questions of profit-control philosophy and related 
legislation and administrative regulations. 
Respectfully submitted. 


Cuartes W. Srewarr, 
President, Machinery and Allied Products Institute, 
and Chairman, Council for Technological Advancement. 


APPENDIX A 


MACHINERY AND Atiiep Propucts InstrTUTE, 
Washington, D.C., April 6, 1959, 

Hon. D. MILLs, 

Chairman, Committee on Ways and Means, 

House of Representatives, 

Washington, D.C, 

Dear Mr. Mizxrs: In accordance with the release of the Committee on Ways 
and Means dated March 8@, 1909, we have filed a request for permission to testify 
In publie hearings on id the Renegotiation Act, beginning 
on April 27. A copy of my letter of April 1, addressed to Mx, Leo H. Win, chief 
counsel of The committee, is enclosed. 

In connection with the proposed extension of renegotiation {I should like to 
raise several questions with you iw HH Mg . 

\ You will recall the following statement at page 2 of House Report No. 
2466 on HR. 11749, 85th Congress, 2d session : 


“The vill limits the extension of renegotiation to a period of 6 months because 
it is the intention of your committee to undertake a broad review of the entire 
subject of renegotiation early WW the West Congress. that time consideration 
will be given to the scope, objectives. and procedures of renegotiation and to 
possivie amendments including those proposed at the hearing on the present di. 
The present yin provides two substantive amendments to the renegotiation law 
which have been recommended by the administration.” 

I should like to inquire as {0 the stains of the review of renegotiation, and 
whether the results of that review might be available in advance of the announced 
public hearings. 


2. We have noted the inclusion in the March 30 release of the committee of a 
communication from Acting Secretary of Defense Donald A. Quarles indicating 
that the proposed legislation is part of the program Of the Department of Defense 
legislative program for 1959; that the Bureau of the Budget has no objection to 
the submission of the legislation to the Congress; and that enactment of the 
legislation to extend the Renegotiation Act is in accord with the program of the 
President. It is my understanding that there may be some difference of opinion 
within the executive branch with reference 10 renegotiation extension legislation. 
To the extent that the Budget Bureau hearings or deliberations, or communica- 
tions received direct by the Ways and Means Committee might bear on this 
question, is it possible for the views of all interested departments to be spread on 
the record for consideration by the Ways and Means Committee and by public 
witnesses who might testify? 

8. The Machinery and Allied Products Institute has pointed out in the past 
that, in addition to the tax aspects of renegotiation which bring the subject and 
related legislation within the cognizance of the Ways and Means Committee, re- 
negotiation as a government procedure involves other basic questions. Certain 
of these issues are central to efficient and economical procurement policy and in- 
volve possible inconsistencies with objectives of the statutory defense procure- 
ment law. They also involve appropriation questions at least to the extent that 
the Government wants to insure that it obtains the most for its procurement dol- 
lar. Finally, we have long felt that any consideration of the rate of progress 
under our national defense program cannot fail to consider the impact of rene- 
gotiation. I am sure that the Ways and Means Committee in contemplating a 
full review of renegotiation had all these points in mind and that any such in- 
vestigation would involve consultation with interested parties in the fields just 
referred to. Because of the varied impact of renegotiation, as indicated above, 
I should like to raise the question as to whether it would be appropriate for the 
Ways and Means Committee to invite formal liaison with other committees of 
the House and their staffs during the course of public hearings. 

I should like to emphasize the spirit in which these questions are raised and 
suggested offered. It has long been my feeling that the fundamental issues of 
renegotiation which, in my judgment, go to the very heart of the procurement 
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process, indeed to the national security, have not been adequately identified and 
fully reviewed. I know it is your intention and the intention of the Ways and 
Means Committee that through the review referred to in report No. 2466 and 
through the public hearings which you have provided for in the very busy 
schedule of the committee such a full consideration of the basic issues might 
take place. My questions and my suggestions are offered in an effort to help 
insure that all of the facts, issues, and opinions relating to renegotiation are 
placed on the record before the judgment of the Ways and Means Committee 
and the Congress is finalized. 
Respectfully, 
CHARLES W. STEWART, President. 


COMMITTED ON WAYS AND MEANS, 


House or REPRESENTATIVES, 
Washington, D.C., April 7, 1959. 
Mr. CHarres W. Srewarr, 
President, Machinery and Allied Products Institute, 
Washington, D.C, 
Dear Mr. Srewartr: This is in response to your letter of April 6 19529, con- 


firming the fact that your have filed a request to testify during the course of the 
Jormeroming hearings on extension of the Renegotiation Act, and in which you 


raise several questions on which you request my comments. 

First, you refer to the reference mate in the Honse committee report on the 
last extension of the Renegotiation Act (House Report 2466 on H_R. 11749, S5th 
Congress) relates to the intention of the committee to wndertake a broad review 
of the entire subject of renegotiation during this Congress. You inquire as to 
the status of this review aud whether there will be any published results thereon 
prior {to the public hearings. The committee staff and the staff of the Joint 
Committee on Internal Revenue Taxation have conducted certain studies and 
gathered certain information relative to this subject during the course of the 
past several months, and the information obtained will, of course, be made 
available to the committee during its deliberations on the pending legislation, 
but it is not anticipated that any public release of such information will be 
made. Of course, the information which is brought to the attention of the com- 
mittee during the course of the hearings which I have already announced will 
be available in printed form since we do, of course, plan to have the hearings 
printed upon their completion. 

Second, you inquire as to whether it is possible for the views of all interested 
departments of the Government to be spread on the record during the hearings. 
In accordance with our usual custom, the committee has extended an invitation 
to the administration to send witnesses to the committee to explain the recom- 
mendations of the administration on this subject and to respond to any questions 
which members of the committee may have on it. It has not been our practice 
in the past to undertake to select for the administration the witnesses to present 
the administration’s case at public hearings before the committee. 

Finally, you refer to the fact that considerations other than tax matters are 
involved in the broad subject of renegotiation and you inquire as to whether it is 
appropriate for the Committee on Ways and Means to invite formal liaison with 
other committees of the House and their staffs during the course of public hear- 
ings. The Committee on Ways and Means, of course, is aware that the subject 
of renegotiation is a broad one having many ramifications and the committee has 
in the past undertaken to assure itself that appropriate information is available 
on matters pertinent to the legislative responsibilities of the committee. I am 
confident that the committee, in the course of its executive deliberations on this 
matter, will continue to bear in mind the ramifications of the subject and will 
undertake to obtain full information necessary to the carrying out in a proper 
manner of its legislative responsibilities. 

I appreciate your thoughts on the subject and am instructing the staff to make 
your letter a part of our formal legislative file on the subject of extension of 
renegotiation. 

Sincerely yours, 


D. MILs, Chairman. 
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APPENDIX B 
RENEGOTIATION IN THE LIGHT OF PRESENT ECONOMIC CONDITIONS 


The 9 years since the invasion of Korea have witnessed the maintenance of 
competitive conditions in the vast majority of markets. A short review of the 
Nation’s economic situation during the past few years will suffice to demon- 
strate the generally competitive nature of industrial markets today. 

The effect of Government procurement on competitive markets with the out- 
break of the Korean war was, of course, the major point of consideration in the 
passage of the Renegotiation Act of 1951. At that time officials responsible for 
the national defense program were freely predicting that national security ex- 
penditures would rise to an annual rate of $65 billion by the end of 1952, or 19 
percent of the then gross national product. The actual extent of defense pro- 
curement fell short of the proportions originally estimated. If we subtract from 
the total national security expenditures that portion allocated to pay, services, 
and current operation of the armed services, we arrive at a figure of some $17 
billion which was spent for major procurement and construction including re- 
Search and development in 1952. (See Table I, “Relationship Between Major 
Procurement and Construction Expenditures and Gross National Product,” on 
page 2 of this appendix. As noted in footnote 1 to that table, this total over- 
states Government payments to private enterprise.) This represened only 5 
percent of the Nation’s $347 billion output of goods and services. By 1955 this 
percentage had dropped to 4 percent, and has remained at that level notwith- 
Standing the many new developments in the international armament race. 

Since Korea, the output of our economy has increased $153 bilion, from $285 
billion in 1950 to $488 billion in 1958. Increased expenditures for national 
security have absorbed only $26 billion of this added output,’ leaving $127 billion 
of the increase for use by the civilian economy. 

This is hardly the picture of an all-out mobilization, choking off competitive 
markets and making orderly pricing of needed armaments impossible. On the 
contrary, it suggests generally competitive conditions. 


TABLE I.—Relationship between major procurement and construction expendi- 
tures and gross national product? 


{Billions of dollars] 


Fiscal | Fiscal Fiscal Fiscal | Fiscal | Fiscal Fiscal | Fiscal | Fiseal | Fiscal 
year | year | year | year | year | year | year | year | year | year 
1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 


- Esti- | Esti- 

Major procurement and pro- | Actual) Actual) Actual Actual) Actual) Actual) Actual) Actual) mated | mated 
4.0; 11.5] 17.1] 160] 13.0] 122] 13.6] 147] 142 14.6 
Military public 0.4 1.8 1.9 1.6 2.0 19 17 2.0 7 
Research and Development._| 0.8 | 12 1.4 14 1.4 15) 17 1.7 2.4 2.6 
5.2 14.5 20. 4 19.1 16.0 | 15.5 17.2 18.1 18.6 18.9 


calendar year basis) __ 9.8 

Gross national product ?____-| 329.0 
Procurement and construc- 
tion expenditures as a per- 
cent of gross national prod- 


| 
Total (converted to | 


1 Government expenditures to date include some expenditures for production undertaken directly by 
the Government and so overstate to some degree Government payments to private enterprise. 

2 The U.S. Commerce Department has recently completed an extensive revision of the national income 
accounts, which explains the discrepancy between the gross national product figures shown above and those 
contained in the last MAPI statement on this subject before the committee. 


Sources: Department of Defense, ‘Expenditures by Major Budget Category,”’ January 1959. 
1 National security expenditures data are based on budget expenditures information con- 
tained in Federal Reserve Bulletins for December 1952 and February 1959. It should 


be borne in mind that “national security expenditures’ include not only all defense 
spending, but military assistance to our allies and the atomic energy program. 
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Reasonable prices the basic criterion 


The proper concern of procurement policy is the reasonableness of prices paid 
by the Government. Consequently, the crucial factor is price, not contractors’ 
profits.» In the absence of collusion or other special circumstances, the existence 
of alternative sources of supply, both actual and potential, guarantees the mainte- 
nance of competitive conditions and ordinarily insures against the payment of 
inflated prices by the Government, as well as by any other purchaser. 

Where normally competitive conditions are present, therefore, the question of 
profit is irrelevant, since the level of profits obtained in competition reflects the 
degree of efficiency attained by the producer. Consideration of renegotiation is 
justified only where a military emergency makes such huge and unusual claims 
upon the productive resources of the Nation that competitive prices can no longer 
be reasonably established in advance. 

Profits —We reiterate our belief, confirmed by the ASPR provisions cited in the 
footnote, that the primary concern of procurement policy—and of renegotiation 
when properly conceived—is the reasonableness of the price paid by the Govern- 
ment. Heretofore, however, much of the discussion on the alleged need for re- 
negotiation has centered around the level of profits earned by defense contractors. 
To some extent this is understandable, since there is an intimate connection be- 
tween prices and profits, although profits are by no means the proper criterion 
of price reasonableness. Taking issue, then, with the proponents of renegotiation 
on their favorite battleground—that of the level of profits—let us review the 
trend of profits in manufacturing industries generally, and, more particularly, in 
the capital goods industries. 

ables II and III on page 4 of this appendix compare corporate profits prior to 
Korea (average of the years 1947-50) with profits earned in 1953-56 (average 
for the period), 1957, and 1958 for all manufacturing corporations and for the 
machinery and transportation equipment industries. Insofar as the rationale 
of renegotiation lies in a mushrooming of profits, the facts belie the necessity for 
its continuation. Measured as a return on equity or sales, before or after taxes, 
profits since the signing of the Korean truce in July 1953 were below the pre- 
Korean level for manufacturing as a whole in 1953-56, and declined further in 
1957 and 1958. Since renegotiation is on a before-tax basis, it is important to 
note that, for manufacturing as a whole as well as for the machinery groups 
specifically, before-tax profits on stockholders’ equity during the past 2 years 
show at rates well below the level preceding Korea. Measured against sales, the 
reduction is equally noticeable. The after-tax decline has been equally large. 

In the face of these generally lower profit levels, before as well as after taxes, 
any attempt to justify the need for a further recapture of profits through re- 
negotiation must obviously look to some arbitrary permissive level rather than to 
a recent historical benchmark, such as the period prior to Korea. 


Tas_e II.—Relation of profits before taxes to stockholders’ equity and to sales 


To equity (profit ratio) To sales (cents on dollar) 


| 
1947-50 | 1953-56 | 1957 1958 | 1947-50 | 1953-56 | 1957 1958 


Average | Average | Average | Average | Average | Average | Average | Average 
24.4 21.7 20.0 11.0 9.0 8.8 7. 


All manufacturing ees. 15.4 4 
Machinery: 

24.0 22.0 21.6 14.8 12.1 10.0 9.7 7.8 

Electrical 30.0 26.6 25.6 20.8 11.3 9.0 8.6 7.6 
Transportation equipment: 

Motor vehicles and parts. ------- 38. 8 35. 5 28.6 14.6 13.9 11.8 10.6 6.3 

Aircraft, ships, railroad, and 

12.7 33.0 n.a. n.a. 6.4 7.4 n.a. n.a. 


1On this subject, see ASPR 3—801.1 [“It is the policy of the DOD to procure supplies 
and services from responsible sources at fair and reasonable prices calculated to result in 
the lowest ultimate overall cost to the Government.”] and ASPR 3-807 [‘“‘Government 
procurement is primarily concerned with the reasonableness of a negotiated price and 
only secondarily with the eventual cost and profit.’’] 
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TasLe III.—Relation of profits after taxes to stockholders’ equity and to sales 


To equity (profit ratio) To sales (cents on dollar) 


1947-50 | 1953-56 | 1957 1958 | 1947-50 | 1953-56} 1957 1958 


Average | Average | Average | Average | Average | Average | Average | Averag 
11.3 8.6 6.7 8 1 


All manufacturing---...............-- 14.6 11.0 4.8 4. 4. 
Machinery: 
14.0 10.3 10.7 4.8 4.8 3.8 
16.9 12.2 12.6 10.3 6.3 4.2 4.2 3.8 
Transportation equipment: 
Motor vehicles and parts__------ 20.7 15.6 14.2 8.2 7.4 5.2 5.4 3.6 
Aircraft, ships, railroad and other- 6.7 14.9 3.4 3.4 (4) 


1 Not available. 


Source: Quarterly Financial Reports for U.S. manufacturing corporations, Federal Trade Commission, 
and Securities and Exchange Commission, 


APPENDIX C 


Macurnery & ALLIED Propucts INSTITUTE, 
Washington, D.C., October 27, 1956. 
Hon. THOMAS COGGESHALL, 
Chairman, the Renegotiation Board, Washington, D.C. 

My Dear Mr. CoGGESHALL: We appreciate this opportunity to comment on the 
proposed regulations implementing certain amendments to the 1951 Renegotiation 
Act, which were published in the Federal Register of September 27, 1956. This 
statement is presented in behalf of the capital goods and allied industrial equip- 
ment industries which the Machinery Institute represents. 


SUMMARY 


Before undertaking detailed discussion of the proposed regulations we think it 
advisable to summarize our general views on this subject. 

(1) We are concerned here with an extremely complex piece of legislation— 
statutory renegotiation—which even under the best conditions is possessed, in 
our judgment, of fundamental fallacies to which the Machinery Institute has 
repeatedly called attention in the past, the most recent being our statement to 
the Joint Committee on Internal Revenue Taxation, dated October 31, 1955. 

The complexity of the law, the difficulty of its administration, the extreme 
burdens on industry and the distortions which it creates between companies 
require that the preparation of regulations such as these be approached imagina- 
tively and with a view to carrying out the broad intent of Congress as expressed 
in its consideration of the amendments upon which these regulations are based. 
In our opinion the proposed regulations meet neither of these tests. To achieve 
these results there must be close technical coordination between the Renegotiation 
Board and appropriate representatives of cognizant congressional committees 
so that administrative regulations will be responsive both to the statute and 
congressional intent and so that supporting and explanatory comments in 
congressional reports will not be misunderstood. 

(2) An examination of committee reports and congressional debate reveals 
that Congress clearly intended in its amendment of the standard commercial 
article exemption a liberalization of the Renegotiation Act and a reduction of 
the administrative burdens incident to compliance with it. One may properly 
deduce, moreover, that Congress intended a broad and liberal interpretation of 
this amendment. 

(3) The origin of the difficulty lies in certain committee language (S. Rept. 
2624 and H. Rept. 2549, 2d sess., 84th Cong.) which comments on the exemption 
and attempts to. illustrate its application. It should be noted that no public 
hearings were held in the process of drafting this amendment. Thus, we now 
have proposed regulations which slavishly follow unfortunate language in the 
committee report and which tend to frustrate the evident congressional intent to 
liberalize the act. 

(4) We suggest that final consideration of these regulations be withheld until 
opportunity is given for public hearings at which appropriate congressional 
representatives, members of the Renegotiation Board, and industry should all 
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be in attendance. It is our conviction that the amendment, as written in the 
statute, is generally satisfactory and that public hearings will develop an under- 
standing which will permit the drafting of a new and workable set of regulations. 
Moreover, we believe that such regulations can be so written as to satisfy the 
intent of Congress and to avoid increased administrative burdens on, and con- 
tinuing controversy with, industry. 


BACKGROUND 


For background purposes we should like to review briefly the legislative history 
of this provision. 

When the Renegotiation Act was attended in 1955, the opinion was expressed 
in Congress that a most serious effort should be made to study the impact of 
the act and determine in what manner the act might be terminated or limited to 
the procurement problem then facing the Government. The Joint Committee on 
Internal Revenue Taxation was specifically charged with this task and its staff 
directed by Mr. Colin Stam, spent many months in preparing a report. Industry, 
including the Machinery Institute, was given the opportunity of expressing its 
views in hearings regarding the renegotiation process and its place in our 
economy and suggesting means by which the scope of the act could be appropri- 
ately narrowed and its administration simplified. 

Certain of these recommendations were eventually adopted in one form or 
another in the recent amendments to the act. Among the changes recommended 
universally by industry—and, we understand, by the Board itself—was the revi- 
sion of the standard commercial article exemption in order to simplify filing, 
broaden its scope and reduce the administrative burden on the already over- 
worked staff of the Renegotiation Board. 

When the revision of the standard commercial article exemption first took 
form in the statutory recommendations of the Joint Committee report, industry 
was gratified that a workable and self-executing approach was the objective. 
At the time, however, some of the language of the Joint Committee report ap- 
peared to be unnecessarily restrictive. Moreover, supporting and explanatory 
language became increasingly harrow and more nearly unworkable with each 
succeeding Committee report. 

Despite requests for public hearings, industry was given no opportunity to 
express its views (subsequent to the Joint Committee hearings) with regard to 
revision of the standard commercial article exemption during its consideration 
by the Congress. As in the past, this has resulted in industry being confronted, 
at the stage of administrative regulations, with a concept already somewhat 
frozen in Committee interpretation and without benefit of a critical appraisal by 
those who must operate under it. 


GENERAL COMMENTS 


We recognize that the Board has relied on certain language of the Committee 
reports accompanying H.R. 11947. Indeed, our concern throughout this state- 
ment stems from the fact that we believe the real and announced objectives and 
intent of Congress in adopting the recent amendments to the act has been, in 
large measure, frustrated by a too literal application and unnecessary emphasis 
on certain examples contained in these reports without any helpful expansion or 
explanation of some of the ambiguous provisions. 

It is quite clear from the statements contained in the original Joint Committee 
report, the reports of both the House Ways and Means Committee and the Senate 
Finance Committee, and from the statements made on the floor of both houses 
in Congress, that the intent was to eliminate from renegotiation as much of the 
standard commercial and nonmilitary procurement as was reasonably feasible. 
Every amendment was directed toward this end and toward simplification of 
the act. Thus the standard commercial article exemption provision resulted not 
only from the general view that the prior exemptions had been too narrow but 
that they were administratively burdensome and unworkable. 

The preparation and application of these regulations must, therefore, be 
viewed in the light of this broad congressional intent. 

You will recall that Senator Byrd, Chairman of the Senate Finance Com- 
mittee, in explaining the amendments to the Senate, stated that “the bill con- 
siderably simplifies the standard commercial article exemption.” Senator 
Sparkman, Chairman of the Senate Small Business Committee, in commenting 
before the Senate Finance Committee on proposed amendments to the Renegotia- 
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tion Act, acknowledged the general approach to this problem by quoting with 
approval from the report of the Joint Committee on Internal Revenue Taxation, 
“Recommendations are made for considerably liberalizing the stadard commer- 
cial article exemption in present law.” In Senate debate on the subject, Senator 
Dirksen sought and obtained from Senator Byrd reassurance that a clarification 
and simplification of this exemption represented the intent of the amendments’ 
sponsors. Similarly, House debate on the subject includes a colloquy between 
Congressman Simpson and Mills, which has the same general import. 

These clear statements of Congressional intent are, unfortunately, not fully 
recognized in the proposed regulations. 

We repeat that the proposed regulations as now written can only result in 
frustration of congressional intent; indeed, many capital goods manufacturers 
are of the opinion that these regulations would continue and, in some cases, 
enlarge the administrative burden as well as create new uncertainties. 


SPECIFIC COMMENTS 


Our specific comments which follow relate to those sections of the proposed 
regulations under which capital goods manufacturers now foresee enlarged 
administrative burdens and increased costs of compliance. Having in mind the 
narrowly restrictive general character of these regulations, we would expect 
further—and as yet unforeseen—problems to arise from actual experience under 
them. 

The term “article’—Section 1476.24.—As used in this paragraph of the pro- 
posed regulations, the term “article” is given an extremely narrow meaning. 
The only differences that can be tolerated within the category of a single article 
are differences in dimension or size, or such nonfunctional differences as color 
or markings which, in either case, do not involve price differences. A difference 
in price for any reason, including minor nonfunctional differences as those 
described above, results in a separate article, disqualifying it from being in- 
cluded with another item as an “article’’. 

We recognize that this is merely a literal adoption of certain language ap- 
pearing in the Committee reports. Apparently, it was feared that, with the 
adoption of a self-executing exemption for standard commercial articles, a 
broad definition of the term might permit contractors to exclude from rene- 
gotiation, without advance approval by the Board, items which were not stand- 
ard and which were purely military in their nature. While the introduction 
of some limitation is reasonable, the implications which arise from the un- 
fortunate example of the distinction between pica and elite typewriters presents 
the manufacturer of an almost infinite number of standard variations of an 
article with virtually complete nullification of the self-executing provision. 

One of the outstanding features of American capital goods industries and, 
indeed, of American manufacturing generally is the ability to produce such 
a broad variety of slight variations in standard equipment as will literally meet 
each customer’s particular needs and tests while achieving the economies of 
standardization and maintaining conformity with a published price list. The 
basic article in these cases, which is standard and competitive in character, 
remains essentially the same. 

Within a single category of machinery the typical machinery builder does not 
sell two or three basic types of machines but utilizes a base machine and 
numerous combinations of attachments. This is true in the pump and com- 
pressor field, in the electrical equipment field, and in many other lines of capital 
goods and allied industrial equipment. 

The same phenomenon can be seen in the automobile market. Each auto- 
mobile is built up from a standard list of accessories available to the customer. 
It would be difficult to say which machine or which part of the machine is 
“the article” within the regulation. To restrict differences within an article 
to such inconsequential items as color, as these regulations do, is to narrow 
the term down to an absurd degree even assuming a narrow approach is 
desirable. 

If, as an alternative, a corporation develops a multiple subclassification in 
order to comply with the regulations pertaining to a standard commercial 
article, a fantastic and very costly record-keeping procedure would develop. 
This is to say nothing of the possibility that, as to many of the necessary small 
subclassifications, there will not be sufficient nonrenegotiable sales (35 percent) 
to establish the existence of a commercial market for the particular article. 
Only the Government contractor producing a few simple articles through mass 
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production methods would appear to benefit from the narrow interpretation 
of the proposed standard commercial article as now written. 


SUBSTANTIALLY IDENTICAL ARTICLES—SECTION 1467.26 


As an alternative to the narrow self-executing provision, the contractor is 
given the opportunity of applying to the Board for approval of the exemption 
under two other criteria: articles which are substantially identical with a 
standard commercial article, and a standard commercial class of articles. 
Presumably, under the safeguards of administrative scrutiny, the same narrow 
definitional approach should not be necessary. 

The Joint Committee specifically avoided prescribing the same definition of 
“article” for this category, leaving the determination of whether the customary 
classification developed in the past—jointly by the Board, industry and the 
Bureau of the Budget—to “the judgment of the Board”. 

The statutory requirements—that the article be of the same kind, manu- 
factured of the same or substitute material, and reasonably comparable in 
price—are capable of being applied on a reasonable and workable basis. 

However, the implementing interpretations of the terms “of the same kind” 
and “reasonably comparable” prices, if not enlarged within the general spirit 
of the amendment, will effectively nullify this second alternative. 

“Of the same kind’—Section 1467.26(c).—For no apparent reason in this 
case, the term is again to be “narrowly construed to exclude unreasonable de- 
viations from the standard commercial article selected for comparison”. What 
an “unreasonable deviation” means is apparently intended to be illustrated by 
the bearing example and extreme variation in tolerances. This isolated ex- 
ample, taken from the reports, if left unexplained, will raise many unfortunate 
implications for manufacturers of components such as gears, controls, motors, 
bearings, etc. 

“Reasonably comparable” price—Section 1467.26(e).—Each article must be 
sold at a price which is “reasonably comparable” with the price of the standard 
commercial article selected for comparison. The regulations state that, as 
used therein, the term “reasonably comparable’ means such differences as 
exist between the prices of two articles are attributable to measurable charac- 
teristics and are explainable in terms of market-tested differentials shown in 
the contractor’s established commercial pricing pattern for articles of the same 
kind. This language in itself is not unworkable, but what “market-tested” 
will be construed to mean becomes disturbing when examined in light of the 
only clarifying example—the pipe diameter case. 

In the case of machinery, for which only a limited number of sales of any 
one particular model can be expected in any fiscal year, the example is of no 
help. Normally, the contractor would consider all the standard models which 
can be priced from his regular commercial price list as “market-tested.” Any 
arbitrary sales criterion would amount to superimposing another test on the 
35 percent test and further limiting the benefit of this alternative. 


CLASS OF ARTICLES—-SECTION 1467.27 


Because of the many restrictions placed on the use of the two prior categories, 
industry had recommended that by statute a “class of articles” be specifically 
authorized upon application without the extremely burdensome segregation 
and record-keeping requirements of the other alternatives. 

Our objections to the use of the phrases, “of the same kind” and 
“reasonably comparable prices,” appearing above, apply with even greater force 
in this case. These narrow tests are, in our judgment, wholly inappropriate 
for use in the determination of a class of standard commercial articles; indeed, 
their adoption would tend to nullify the broad exemption sought to be attained 
by this provision of the amendment. 

Although a detailed sales breakdown is not required by the regulations, the 
conditions remain so restrictive that for all practical purposes it is difficult to 
see how the standard commercial class of articles is any broader than either of 
the other two alternatives, despite the remarks made on the floor of the Senate. 

Application for commercial exemption—section 1467.31.—Finally, and of 
relatively minor importance in comparison to the defects in regulations already 
noted, section 1467.31(c)(2) requires that figures for renegotiable sales be 
based upon actual, not estimated, sales reports. In the case of subcontractors 
in particular, such reports are received from customers and are merely passed 
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on. As a result the figures, of necessity, have to be largely estimates. It is 
therefore suggested that the provision requiring sales figures to be actual be 
amended to allow, in justifiable cases, reasonable and close estimates based 
upon a systematic approach and analysis of contractors’ and subcontractors’ 
businesses. 

SUGGESTIONS FOR EDITORIAL CHANGE 


The language of proposed section 1467.22(b) is not clear with respect to 
filing an application for commercial exemption. While a contractor need not 
file an application for approval of an exemption on a “standard commercial 
article” basis, either express approval or the running of the prescribed period 
of time is required for an exemption on the basis of “like articles” or “standard 
commercial classes of articles.” However, nothing in the language of the pro- 
posed regulations stipulates whether a contractor may file more than one appli- 
eation for commercial exemption. If it is desired in a single application to 
claim exemption for any like articles, standard commercial services or like 
services (normally a 3-month period), as well as for articles in one or more 
standard commercial classes of articles, the contractor must consent to the 
application of the 6-month period prescribed for the class of articles exemption 
and for all articles for which the exemption is claimed in the application. 

We assume, therefore, from a complete reading of the proposed regulations, 
that this stipulation is for administrative convenience—that a separate appli- 
cation may be filed in which contractors may claim an exemption for any like 
articles, standard commercial services or like services to which the 3-month 
period applies and at the same time file an additional application for com- 
mercial exemption to the standard commercial class of articles for which the 
6-month period applies. We believe that clarification of these points in the 
proposed regulations would be helpful. 

In the same connection, section 1467.23(b)(4) appears to imply that once 
a contractor has filed an application for commercial exemption, permission 
must then be obtained from the Board to waive the exemption regardless of the 
fiscal year involved. The regulations fail to indicate that applications and 
waivers shall be effective only with respect to the fiscal year to which such 
reports relate. 

Section 1467.23(b) (5) gives much the same impression as to the withdrawal 
of waivers. We suggest, therefore, that the regulations be revised to state 
affirmatively that the waiver of a contractor of an exemption applies to the 
fiscal year for which the waiver was requested and permission from the Board 
is not necessary to file an exemption in the following fiscal years. 


CONCLUSION 


The standard commercial article exemption—in which most Members of Con- 
gress, in agreeing to a further 2-year extension of renegotation, undoubtedly 
Saw a means of narrowing the scope of the art and reducing the burden on in- 
dustry in recordkeeping, segregation of sales, etc——would appear to fall far 
short of its legislative objective if these regulations are allowed to stand. 
Manufacturers of general machinery, bearings, chain, refrigeration machinery, 
power-generating and power-transmission equipment, and electrical equipment 
to name but a few in the capital goods industries who adapt and vary many of 
their standard product lines to fit consumer needs without changing the essen- 
tial character of the article—would appear in many cases to be precluded from 
filing for an exemption. Others, because of the tremendous administrative 
burden, do not feel that the expense and effort necessary to file for an exemp- 
tion are warranted and are thereby precluded from obtaining the benefits of the 
statute. Yet, in many of these cases, the product line is considered by all of 
industry to be a standard commercial article and subject to vigorous competitive 
conditions. 

While it is true that many of the difficulties inherent in these proposed regula- 
tions are traceable to some extent to certain explanatory language in the legisla- 
tive reports, the problem does not end here. 

We are convinced that the administrative quagmire and the frustration of 
general congressional intent which will inevitably arise from the application of 
these regulations is not required by the statutory language contained in the 
revised section of the act. Rather, it is the unfortunate use of examples and 
restrictions introduced into the committee reports in the: process of drafting 
the changes, which apparently ignored the implications arising therefrom when 
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applied to various types of machinery, components or other manufactured goods. 

By a too-literal adherence to this language, the proposed regulations thus 
serve to compound the difficulty by failing to distinguish these examples and 
provide industry with workable guidelines in the form of positive examples. At 
times, moreover, they introduce further unnecessary restrictions. 

There seems no doubt that members of the House Ways and Means Com- 
mittee and the Congress as a whole believed that amendment of the standard 
commercial article exemption would broaden the application and reduce the 
administrative problems of this permissive exemption to the act. As now 
drafted, the proposed regulations would seem to achieve very nearly the opposite 
result. 

We believe that the interests of Government and industry would best be served 
by a complete review and reanalysis of proposed regulations in the light of 
congressional intent and industry experience. We believe that this restudy 
should také place in appropriate public hearings which will enable a free ex- 
change of ‘Views between representatives of Congress, the Renegotiation Board, 
and industry. As a minimum, if the Joint Committee on Internal Revenue Taxa- 
tion has not already been consulted, these regulations should be submitted im- 
mediately to the staff of the committee for study and recommendation of any 
necessary Clarification of the intent of Congress. 

Respectfully, 
CHARLES STEWART, President. 


MACHINERY & ALLIED Propucts INSTITUTE, 
Washington, D.C., December 14, 1956. 
Hon. THOMAS COGGESHALL, 
Chairman, the Renegotiation Board, Washington, D.C. 

My Dear Mr. CoGGESHALL: We should like to express our appreciation for 
the opportunity afforded us on December 3 to discuss with you and Mr. Fenster- 
stock, at some length, a number of significant problems facing the capital goods 
and allied industrial equipment industries under the Renegotiation Act, as 
amended. 

We are fully conscious of the tremendous administrative burden which has 
heen placed on the Board and its staff and are appreciative of the diligent ef- 
forts which have been made to reduce the backlog of pending cases and, at the 
same time, to promulgate implementing regulations and instructions under the 
cently revised act. 

While our immediate concern here is with the administration of the standard 
commercial article exemption, we appreciate that this represents only one aspect 
of the overall renegotiation problem. Nevertheless, without intending to mag- 
nify it out of proportion, we should like to explore further certain facets of 
this important exemption which we discussed in your office. 


REGULATIONS FAIL TO SIMPLIFY AND LIBERALIZE THE EXEMPTION 


The present statutory provision represents the second attempt on the part of 
Congress to devise an effective method of eliminating from the costly and time- 
consuming renegotiation process those receipts and accruals applicable to con- 
tracts for standard commercial articles or similar standard military articles for 
which sufficient competition and pricing experience is available to protect ade- 
quately the Government's interest. I believe we agreed, during our conference, 
that the broad and underlying intent of Congress in revising the provision was 
to simplify its application and give greater effect to the announced objectives. 

In our judgment, the present regulations do not carry out this intent, at least 
insofar as they concern the industries with which we are familiar. 


INADEQUATE OPPORTUNITY FOR INDUSTRY COMMENT 


When one considers the highly technical aspects of this exemption together 
with the lack of public hearings prior to the adoption of either the statutory 
amendments or the final administrative regulations, it is not surprising that 
many vexing problems have already arisen in attempting to apply the exemption 
to specific cases. Furthermore, we cannot subscribe to what we understand to 
be your present plan of waiting until a substantial number of filings have been 
made before considering publication of any additional guide lines or clarification. 
Not only is this manifestly wasteful and burdensome to all concerned, but it 
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ean only lead, inevitably, to uneven standards of application depending on the 
ingenuity, time and energy of the applicants. _ 

While we can appreciate the reluctance of the Board to attempt to anticipate 
every problem which is likely to arise in individual applications, industry is 
nevertheless entitled to the immediate publication of certain guide lines and 
examples, beyond those already provided, either in the form of amendments to 
the regulations or staff bulletins, 


PRINCIPAL DIFFICULTIES ARE RELATIVELY NARROW IN SCOPE } 


The scope of the problem, as we view it, however, is not as great as it may 
appear initially in that much of our present concern is with the meaning of the 
several phrases defining “like articles” and “classes of articles.” If, as we 
surmised from our conference, the Board intends a far broader interpretation of 
these provisions in actual practice than is apparent from a reading of the lan- 
guage and accompanying examples, a pronouncement to this effect by means of 
appropriate administrative amplification should immediately be undertaken. 

We have restated below, in abbreviated fashion, the principal items in the 
regulations which have continued to cause us concern and which we discussed 
at length in our conference. 


To begin with, it appears that the term “article” will be so narrowly construed 
that any two pieces of equipment or any two components may not be considered 
as one and the same “article” if they commant a different price, no matter how 
slight the differential. No information, however, has been provided concerning 
the status of certain standard base machines which, by reason of Varying Cour 
Yinations of attachments, may command any one of several final prices. The 
rationale behind this narrow approach is apparently the reluctance to leave any 
discretion to the contractor in applying the exemption on a self-executing basis, 
even at the cost of continuing the considerable filing burden. 

Be that as it may, there seems to be no reason whatsoever to adopt an equally 
narrow Qualification for the “articles” or “classes of articles” for which the 
contractor must obtain specific approval from the Board. Nonetheless, the 
present implication arising from the accompanying ilustrative examples in these 
applicable provisions will have the effect of greatly reducing the area of applica- 
tion for equipment and component manufacturers, 

Among examples of matters in need of immediate clarification are the 
following: 

1, Ultra-precision bearings and high-performance capacitors are cited as 
examples of “unreasonable deyiations’” from a standard commercial article 
selected for comparison in connection with the exemption of “like articles.” In 
applying the exemption of “like articles,” it should be borne in mind that most 
lines of components will vary in performance, tolerance or precision from rela- 
tively simple low-cost items through numerous gradations to the ultimate of 
specially engineered products. 

Obviously, most comparisons would be made with less extreme variations 
falling in between, and even the very highly engineered items referred to will 
probably be “like” some slightly less engineered commercial counterparts. The 
example, therefore, is not particularly helpful and is in some respects misleading 
and unnecessarily narrow. 

2. The term “reasonably comparable” is defined in the regulations to mean 
that “such differences as exist between the prices of the two articles are attribut- 
able to measurable characteristics and without resort to cost analyses are 
explainable in terms of market-tested differentials shown in the contractor's 
established commercial pricing pattern for articles of the same kind.” 

To illustrate this, the regulations refer to pipe of varying diameter and wall 
thickness. The phrase “measurable characteristics” and price pattern have 
particular significance in the example where a distinct mathematical relationship, 
based upon weight and dimension, can be evolved. For two pieces of machinery 
with different attachments or performance characteristics, or powered by motors 
of different horsepower, or two components of differing capacity, performance. 
quality, etc., the phrase “measurable characteristics” becomes less meaningful and 
the market-tested differentials are more likely to be explained in terms of a con- 
plex of differing materials, labor and overhead costs, historical profit margins. 
normal volume of demand, and other intangibles which are reflected in the com- 
pany’s historical pricing pattern as revealed in the catalogs or price lists. The 
meaning which the Board intends giving to this limitation as it applies to machin- 
ery and components as distinct from pipe, sheet metal, etc., is not clear. For 
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example, are the elite and pica typewriters used as illustrations elsewhere in the 
regulations like articles or do they qualify in the same class of articles? How 
would the regulations apply to two lathes with different attachments, two bear- 
ings of different finish or tolerance, two gears of different configuration, two 
engines of differing displacement and performance, et cetera? As to these ques- 
tions, the present regulations offer no help whatsoever. 

Similarly, what is meant by a market-tested established commercial pricing 
pattern without regard to cost analyses? Does this mean simply a generally 
market-tested commercial pricing pattern in which the published prices of those 
items which do not meet the 35 percent commercial sales test are apparently in 
line with the established prices of the most nearly comparable product? Thus, 
in the typewriter example, the $10 differential between elite and pica models 
would be due to a measurable difference in characteristics, and the two type- 
writers could be considered to be like or in the same class if this differential was 
reflected in the commercial price schedules and in line with the established his- 
torical pricing pattern. If more than this is required by the Board, then the 
criteria for manufacturers should be clarified. Certainly the sole example of 
an arithmetic progression based on size is not sufficient. a ; athe 

3. No reference is made in the regulations to the prevailing situation in most 
machinery and equipment lines in which the product sold to the Government is 
almost invariably modified in some respect from the commercial counterpart. 
The difference will normally extend all the way from different packaging, paint- 
ing or handling, to special features to accommodate unusual climatic conditions 
or operating requirements. Some indication that these will be considered like or 


Ye same class as Yhelr commercial) counterpart would be helpful. 
SUMMARY 


To summarize, we are sincerely concerned with the present difficulty which 
confronts a machinery or component manufacturer in attempting to apply the 
standard commercial article exemption to his product and services. We do not 
believe that under a law which is as complicated and vague as the Renegotiation 
Act the administrative regulation should fail to provide reasonable guide lines for 
the government contractor trying to comply with the statute. A trial period of 
guess work by industry, followed by subsequent administrative interpretation 
and clarification, is not, in our judgment, the most practical approach to the 
problem. Immediate clarification of the several important points outlined above 
is required. 

We are concerned, particularly, about one point which was implicit in your 
comments ; namely, that the standard commercial article exemption was not really 
intended to apply to machinery and equipment in view of the partial mandatory 
exemption for durable productive equipment. Admittedly, the regulations as writ- 
ten make it difficult for capital goods and allied industrial equipment producers 
to qualify for the exemption. However, we can find no such intent anywhere in 
the legislative history and, indeed, the definition of article specifically includes 
parts, components, assemblies, machinery, and equipment. The partial mandatory 
exemption on the other hand, as you know, is based on entirely different criteria 
and granted for quite different reasons. In passing, however, it should be re- 
called that even the durable productive equipment exemption has been denied by 
a narrow administrative interpretation to many types of durable productive 
equipment used by the construction and various services industries in the per- 
formance of their work. 

Finally, we should like to take exception to one of your preliminary comments; 
namely, that the Machinery Institute was the only organization making a basic 
policy protest with reference to these regulations. If you will review the state- 
ments submitted by industry generally, you will find, we believe, that they took a 
position in most respects not dissimilar to ours. It is possible that these organ- 
izations may not have brought to your attention—after the promulgation of the 
final regulations—a restatement of their views, but inasmuch as the final regu- 
lations only partially meet their basic criticisms, it is entirely likely that such 
organizations continue to be in basic disagreement with the tenor and drafting 
of the regulations in question. 

CONCLUSION 


In closing, it should be made ¢lear that by this letter we do not intend to im- 
pute to you any official pronouncement of Renegotiation Board policy based 
on our informal exchange of views on December 3. We recognize that we 
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were speaking informally and that, although you indicated in some instances 
a broader interpretation than might have been assumed from a reading of the 
regulations, your remarks cannot in any way be formally ascribed to the Board. 
Nevertheless, we feel obliged to pursue our discussion further, as we have in this 
communication, and to urge the Board to carry its thinking on these problems 
to definitive and official conclusion. 

May we again express our appreciation for the opportunity to visit with you 
and Mr. Fensterstock. Such frank and informal exchanges of views cannot 
fail, in our opinion, to benefit both Government and industry. As previously 
suggested, we feel that our conference has pointed up a number of problems 
which, at least as far as the capital goods and allied industrial equipment 
industries are concerned, might not have been clear to you in their full impact 
and scope. There remains the necessity of clarifying for industry generally 
such matters as we have listed above, and we urge that the Board move 
promptly to accomplish this. 

Respectfully, 
CHARLES W. Stewart, President. 

Mr. Stewart. Thank you, sir. 

I will endeavor by some oral amplification to point out within a 
reasonable period of time some of the more central points which I 
think bear heavily on this judgment which is before you. I think 
that frequently, although it takes testimony out of order, it is useful 
to be responsive to specific points that have been made in preceding 
testimony and questioning. If you do not mind, I will make a few 
comments on questions which the committee has put to previous wit- 
nesses and also on some collateral points made by Government repre- 
sentatives. 

First of all, I am very much encouraged by the broadening char- 
acter of your inqury. In our judgment, as we pointed out in our 
letter of April 6 to the chairman of this committee, the issues involved 
in renegotiation are much more definitely in the procurement area than 
they are in any other single area. We have never felt that it is 

ible to deal with renegotiation intelligently in a vacuum but that 
it is necessary, indeed essential, that the kind of searching questions 
which the chairman and others on the committee have asked with 
respect to broad procurement concepts not only be asked but fully 
answered. I regret to say that after having been before this com- 
mittee many times on renegotiation, I still find in my own mind many 
of the questions which you asked today unanswered. I think that 
until they are answered fully, we will never realize the true solution 
to the problems that are within the scope of this mite: 

At the same time that I was pleased with the broadening and 
searching character of your questioning, I feel that it is necessary 
to suggest that you broaden it even further, particularly with respect 
to those questions bearing on the aircraft industry. I do not appear 
here in behalf of the aircraft industry; I do not purport to represent 
its views. A good many of the questions which you posed were 
specifically applicable to the aircraft industry. Those relating to the 
extent of investment by the U.S. Government in plants and facilities 
available to that industry are not exclusively limited to the aircraft 
industry but certainly the figures that were quoted by Government 
representatives indicated that there was a concentration in the so- 
called direct defense industries. So I caution you, if you please, 
that some of the points which were made by testimony or in ques- 
tioning are not applicable across the board to the various and sundry 
types of contracting relationships between the Government and the 
thousands of its suppliers. 
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I think, therefore, we need go beyond those points which are pe- 
culiar to defense industries, including aircraft and electronics, mis- 
siles and so forth. 

With that encouragement to the committee to keep looking on a 
broad horizon and at the same time to extend that horizon even 
further with reference to all types of industry that do business with 
the Government, may I comment on a few specific points that were 
made just a few moments ago. 

First of all, the question of the appeal provision which was contained 
in the last renegotiation bill as it went out of this committee to the floor 
of the House but was not included in the last extension of the act. 
There is a change in the retroactive date, in that provision. The 
»resent provision is retroactive to January 1, I believe, the prior date 

eing June 30. We urge the committee to stick with the June 30 date, 
assuming that proposal is adopted, on the grounds that this committee 
reported favorably on that point when the last extension was passed. 
The bill went to the Finance Committee of the Senate and was deleted 
without prejudice to its merits. 

We consider the June 30 retroactive date a part of the merits of 
that proposal and we urge you to adhere to it. One of the witnesses 
tomorrow will refer to an individual case which would be appealable 
if the June 30 date is utilized, but would not be if the January date 
is utilized. We do not consider this to be a trivial question and ask 
you to look at it in the light of legislative history. 

Reference has been made to appeal possibilities under the present 
act. I think that sometimes even those of us who have had a little 
law training can simplify these problems by referring to them in lay 
language. We do not have under the present law an effective appeal 
even tothe Tax Court. 

The reason that we do not have an effective appeal is that no record 
is built below in Board proceedings that puts an individual company 
on sufficient notice as to the facts and considerations so as to permit 
it to deal with them on appeal. 

Contrary to the implication left by the previous testimony, in the 
Tax Court there is a burden of proof on the contractor to establish 
that the determination of the Renegotiation Board was not reasonable. 

The Vaughn case in the Tax Court (30 T.C. No. 100) is complete 
evidence of this problem. I think that when you take a case to the 
Tax Court under those circumstances and think of it in this light 
Ma will realize how poor an opportunity for review you are presented 
with. 

You are required to sustain a burden of proof with respect to the 
reasonableness of the conclusions of the determination by the Renegoti- 
ation Board and you are not confronted with sufficient evidence or 
sufficient facts or sufficient documents to make the case. 

In other words, in our opinion the opportunity to go upstairs is 
completely illusory under the present law. Now, if you take this ap- 
peal procedure one step further up the chain and enact a provision for 
court of appeals appeal, unless the situation is corrected below at the 
very starting point, no matter how many times you move up the scale 
of judicial redress, you are not in a position to Pi with the problem. 


Now, we have heard a good deal about the inability or the inadvis- 
ability of converting renegotiation procedures to the tests and criteria 
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of the Administrative Procedures Act. We do not recommend a full 
conversion of the procedures to administrative procedures if you 
should decide to extend, but we do believe a good deal can be done 
in that direction and we so recommend in detail. 

You are confronted, really, with these two alternatives. If this 
process is so bad in terms of lack of due process that you cannot inject 
into it reasonable due process, then we should dispose of renegotiation. 

If you can inject into this process of renegotiation, some semblance 
of due process, we should do so. It seems to me that those are the 
essential issues that are before us procedurally speaking, 

A good deal has been said in the last half hour about contract data. 
You will find, gentlemen, in our statement an analysis of the various 
types of contracting techniques that have been employed by the 
Pentagon during the period 1951 to 1958 showing the trends. The 
testimony begins on page 10. I am not going to give it to you in 
detail but it will contribute to some extent towards answering some 
of the questions posed by the committee here today. 

In your searching inquiry you have asked a good deal of the Board 
and the Department of Defense representatives with respect to how 
you can pinpoint this process in the event you should decide to extend 
it further. 

This process of pinpointing the statute further and narrowing its 
area of applicability in our judgment is not nearly as complicated as 
it is suggested here and as has been suggested in previous testimony. 

If you were to ask the Renegotiation Board to analyze its refund 
redeterminations over the last two fiscal years by product line, you 
would find a concentration of refund redeterminations in such a small 
number of product lines, I venture to say, that you would then be 
in a position to move on target instead of using an elephant gun to 
shoot rabbits, so to speak. That is precisely the position we are in 
with the present renegotiation statute. 

We hear over and over again in reference to missiles, to aircraft, to 
spaceships, and to variations thereof. If that is the problem area 
with which we are dealing, then let us get enough information from 
responsible authorities which will enable us to define that area and 
then let us move on target and limit this renegotiation process to that 
area. 

I suggest, gentlemen, that you make this inquiry of the Renegotia- 
tion Board and that you ask for a breakdown without confidential 
information being furnished so as to identify companies. You don’t 
even have to identify industries in that sense. 

If you will ask for a breakdown by product line, you will get your 
formula for a further delimitation of this across-the-board statute 
which is no longer necessary in its present form, we submit. 

I think there is a good deal to be said for some of the suggestions 
from the committee with respect to the need for recognizing that 
the process of renegotiation may force the Government to engage in 
certain supporting financial activities that it might not be forced to 
do if renegotiation were not presently on the books. I encourage 
you respectfully to pursue that line of inquiry a little further. 

Gentlemen, T should like to turn now, if you please, to a little per- 


spective on this act because I think that is our biggest problem in 
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dealing with it. In the preliminary comments to our statement run- 
ning for the first 4 or 414 pages we make'these points: 

First, we feel that the justification for renegotiation under present 
circumstances is placed before you in a mee perfunctory manner, 
that there is nothing particularly new about the current justification 
versus the presentation made to you last year. Further it seems to 
us that an extension at this time is tantamount to a request for a per- 
manent extension whether you call it that or not. 

We feel that the Congress should go awfully slow in reenacting 
what I believe is the fifth extension of the 1951 act, at a time when we 
have none of the conditions which are characteristic, economicwise, or 
from the standpoint of procurement, of all-out war efforts. 

This act in retrospect was an improvisation created in World War 
II for the purpose of dealing with these problems: We had an all-out 
war effort. We were buying thousands of items with great urgency of 
speed and time. We had some relatively inexperienced personnel. 
This statute was originally enacted for the purpose of permitting pro- 
curement authorities to move with speed and to get underway buying 
of items that made the war effort possible. 

We had price and wage control. We had peak employment. We 
had all of these economic characteristics. None of them are present 
now. We do not have price and wage controls. We do not have the 
Government buying anything like the percentage of the gross national 
product it was buying during the war period. 

We have had 17 or 18 years of experience in the hands of very able 
men such as those from whom, you have heard testify today in the area 
of procurement techniques. The only thing that is new in this situa- 
tion today, as distinguished from these peculiar circumstances of war- 
time that do not exist today, is the fact that we are in the middle of a 
technological revolution in missile systems and related items. This 
we can see. 

We are certainly not oblivious to the problem we have in the inter- 
national race with Russia. But we do feel in confronting this situa- 
tion currently, we need to ask ourselves not only whether we are 
making too much profit in defense industries, but whether indeed, we 
are making profit enough. It seems to me we need to ask ourselves 
if we want to turn this coin over, whether or not we should have a 
renegotiation of “inadequate” profits. 

Gentlemen, inadequate profits do exist, as distinguished from excess 
profits. We need to ask ourselves whether or not the antiprofit ax is 
cutting so deep into incentives in the defense procurement field, to 
such Season that we are not waging this cold war as effectively as 
we might. 

It 4 for these reasons, gentlemen, that I am deeply pleased with the 
very broad inquiry in which you are engaged. The questions today 
go to these issues and it seems to me and to the institute that it is 
—— that we continue along that line and pursue these matters 

urther. 

In addition to the Government rationalization on the basis of novel 
and unusual weapons systems, reference is made in the Department of 
Defense letter to a specific problem area, namely, subcontracts. 

Gentlemen, this subcontract point is an overworked argument under 
present circumstances today. There was a day when the normal pro- 
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curement devices in the kit of the procurement officer did not extend 
below the prime contract level. He could not redetermine price on the 
subcontract level. He did not have audit authority that went below 
the prime contract level. 

This has changed drastically. If any of you have had experience 
in visiting with subcontractors or if a subcontractor who appeared 
before you in these hearings might be questioned on the subject, you 
would find that the long and strong arm of audits and price redeter- 
mination reaches well below the prime contract level today. 

In our judgment there no longer exists this uninvaded territory of 
subcontracts with respect to the normal procurement techniques that 
are available to the Pentagon and to other procurement agencies. 

Speaking of subcontracts, incidentally, gentlemen, I think you will 
be interested in a point with respect to the problems that confront 
that area and there are many such subcontractors in the industries 
with which we deal. The Government at the same time that it is 
extending price redetermination and audits below the prime contract 
level, largely by extending contract clauses down the chain, denies 
privity between the subcontractor and the Government. So, on the 
one hand he is subject to these controls that are part of the procure- 
ment apparatus; on the other hand he is not. given recourse to admin- 
istrative tribunals that have been set up primarily for the benefit of 
offering redress to prime contractors. 

I have implied, gentlemen, for purposes of background, that there 
is a preoccupation in this field with profits and with excess profits. 
We hear a great deal about windfall profits. This act is based on the 
concept of wiping out “excessive” profits. At the same time there is 
a good deal of apprehension on the part of Government officials about 
the relative position of the contractor and the Government insofar as 
strength and experience in negotiations are concerned. 

I think it would be highly desirable if we got away from the emo- 
tionalism of renegotiation for a moment and from our predelictions 
about profit and thought very seriously in terms of our kind of economic 
system as to where this type of thinking might lead us. 

First, in the institute, we have always felt that the services should 
be concerned primarily with price and not with profit. Asa matter of 
fact, the ASPR so states. 

Generally, profit figures which are spelled out in detail in appendix 
B of the MAPI statement speak for themselves. We all recognize I 
am sure, that profit is the incentive or the engine which drives this 
economy of ours. I think we all recognize that industry is motivated 
by patriotism as well as any other sector of the economy, but that in 
addition to that patriotism factor we need a strong incentive and 
strong profit boost in the Government contract field. Perhaps we 
need it more than in commercial business. 

Yet, we spend so much time in Government hacking away at profit 
incentives and we spend so much time in industry with top management 
appearing before you and other Government bodies defending profits 
in theory. 

I am glad to say, gentlemen, that there is an indication that the 
thinking in this area is beginning to change a bit. I should like to call 
your attention to page 18 of our statement in which we quote from the 
so-called Stever Ad Hoc Committee on Research and Development of 
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the U.S. Air Force Scientific Advisory Board in which they say that 
in the R. & D. area profit incentive is not high enough. 

I think, also, it would be useful if all of us had time to read the 
article or decision making in weapons development in Harvard Busi- 
ness Review, January and February 1959, written by Dr. Livingston 
in which he had this to say: 

Since we are relying on private corporations for the design and development 
of new weapons required for our survival, it is urgent that profit policies be 
revised at an early date to assure that the incentive to undertake weapons re- 
search and development work are both adequate and sound so work will be 
carried out efficiently and economically. 

I call your attention to General Quesada’s recent address in which 
he said that: 

The most serious thing we need in Government contracting today particularly 
in the development field, is the means to give greater rewards to creative and 
efficient producers of weapons and missile teams and some of these other products 
that we have all been talking about today. 

We agree with these views. We feel that a little too much attention, 
a little too much of a defensive attitude toward profits in defense 
business is assumed not only by the process of renegotiation but by 
attitudes in Government and, indeed, in business to some extent, also. 

This brings us to the suggestion that I alluded to in my opening com- 
ments. That maybe we ought to design a law which renegotiated 
inadequate profits. We have a system under the present act which 
looks at years on an annual basis. Under renegotiation we have a 
‘arryover of loss but nocarryback. It has been suggested that we have 
a carryback but in the past there has been objection from, I believe, 
the board and others, that this would introduce administrative 
problems. 

IT commend further examination of the issues involved in the carry- 
back if you should decide to extend this law. I do notbelieve the 
administrative problems are insuperable, but in addition to that we 
need to have some kind of system, if this process which we think is so 
faulty is extended, which will enable the Government to deal fairly 
with this kind of situation. 

I know of a company in a normal commercial business that, during 
Korea was engaged in producing machineguns. During the first 2 
or 3 years of contract development the Government was a little bit 
slow in meeting certain basic technical requirements—I believe the 
Renegotiation Board even recognized that this was the case. 

The delays were not all the fault of the contractor by any means and 
he either lost money or made very little during the first 2 or 3 years of 
this contract development. After the process got underway and the 
contractor introduced some new techniques of production and did an 
excellent job, based on testimonials from the various procuring serv- 
ices, he made good money. 

But the period over which renegotiation looked at this problem was 
the period when the profits were peaked and not the period when the 
profits were either low or nonexistent. 

Why don’t we renegotiate the inadequate profits during earlier 
years! What is wrong with that concept if the Government is going 
to look over the shoulder of procurement authorities and over the 
shoulder of the producer and say, “You made too much money in 
1959.” 
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Now, it is possible to argue that in its very broad judgment. the 
Renegotiation Board goes outside of its technical statutory directive 
and does look back. I would feel much better, regardless of how long 
their gaze may be over their shoulder, if there were some statutory pro- 
visions which would ensure that this whole picture would be laid be- 
fore the authority that would make the determination. 

There are many administrative difficulties involved in achieving this 
result and again I come up with a conclusion that unless you can intro- 
duce this kind of equity into an act, you ought to get rid of the act 
because it makes just as much sense to renegotiate inadequate profits 
as it does to renegotiate excessive profits. 

So, on this point of philosophy may I leave you with this suggestion, 
that the examination of profits in Government contracting will never 
be complete unless we examine in general the question as to whether 
profits are inadequate for incentive purposes. Secondly, if we are 
going to continue this process of renegotiation, why should we not 
renegotiate upward inadequate profits as well as renegotiate downward 
so-called excessive profits ¢ 

I doubt if the Congress could define inadequate profits. I am sure 
that I could not and I have been working with industry for 15 to 1s 
years. Iam reasonably sure that the board cannot, just as I am sure 
they cannot define excessive profits—that mystical concept that under- 
lies this renegotiation process that we are dealing with today. 

I referred to the concern that is expressed about the relative nego- 
tiation postures of private business and Government, the relative 
ability of negotiating teams, the sophistication of Government tech- 
niques. I would like to give you my judgment on this subject. 

Our statement discusses definitely, the various techniques available 
to procurement officials but let me try to illustrate my point in another 
way. In looking at Government procurement problems, I have never 
in my experience found administrative agencies better armed with 
procurement tools to protect the Government interest than they are 
today. 

As a matter of fact, I am beginning to wonder whether the pendu- 
lum has not swung too far. We now have at the Pentagon a proposal 
which would extend contract cost principles beyond the cost reimburse- 
ment contract area. For the last several years, the Pentagon has been 
acquiring Government contractors’ proprietary know-how by con- 
tractual provision and then in some instances making that know-how 
available to other contractors. The regulations on this point, how- 
ever, have been greatly improved, but they still represent a serious 
threat to private property. 

We have an emergency provision on the statute books which I be- 
lieve is part of the war powers and which provides for “amendment 
without consideration,” designed by the Congress to give relief to con- 
tractors who made a very poor estimating job or when some unfore- 
seen circumstances intervened which puts them in a terribly serious 
position, perhaps a loss position. 

The way that act is administered for all practical purposes, it is re- 
quired that the contractor be on the verge of bankruptcy before relief 
is considered. 

Inthe Atomic Energy Commission we have the Commission denying 
as a cost the depreciation methods which you legislated in 1954, AEC 
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insists on straight line. That is the present policy of the Atomic 
Energy Commission. 

In the patent field, we have a rather serious development with refer- 
ence to the patent provisions of NASA and to some extent the com- 
pulsory licensing provisions of the Atomic Energy Act. 

I recently ran into a situation where contractors were bidding on a 
missile system and in preparing the bids at least two of the contractors 
to my knowledge spent over $200,000 each in preparing the proposal 
and the expenditure involved is not reimbursable. 

We hear-a great deal about the responsibility being transferred from 
the Pentagon to missile system managers. Without arguing the merits 
of missile systems managers, I think this transfer of management re- 
sponsibility to private industry is a trend we should be aware of in 
terms of reward and in terms of incentive. 

In general, in my opinion, and these are just spot illustrations, this 
business of arguing that after 17 or 18 years of doing the job of pro- 
curing weapons and other military weapons and military products for 
one military emergency or another, the extensive apparatus of pro- 
curement authority and procedure is so inexperienced and at such a 
great, disadvantage in dealing with industry that there is need for re- 
negotiation, is at best, far-fetched. 

‘his leads me to the statement of a very clear proposition upon 
which our views on renegotiation are grounded. Not only is renegotia- 
tion unnecessary to protect the Government’s interest, indeed, it is a 
positive threat to the efficiency of the defense procurement program. 
It is dangerous and misleading to engage in this process of lookin 
at renegotiation in a vacuum, without tying it in with Chairman Mill’s 
questions, without tying it in with Senator Johnson’s hearings on the 
need for better defense procurement, without recognizing fully that 
although we do not like to say it, at a time when we spend so much of 
our Government effort restricting incentive, the Russians seem to be 
borrowing from the old U.S. book and are offering greater incentives 
in the armament race. This point was dendaied in some detail by 
Mr. Blough of the United States Steel Corp. in his testimony on 
Friday on S. 215. 

Let me carry this discussion one step further at this point by re- 
ferring to certain positive conflicts between the Renegotiation Act and 
the military procurement statutes. 

I have already referred to one, namely, our feeling that the Rene- 
gotiation Act puts the emphasis on the wrong factor, namely, profits, 
rather than price. 

This matter of inconsistency in the subcontracting policy area was 
very well pointed up by Congressman Curtis and I don’t think I need 
do more than to say that I think you are right and the witness is 
wrong. There is a definite inconsistency between urging subcontract- 
ing on the one hand and penalizing, to some extent, the prime con- 
tractor for utilizing the subcontract method on the other, the latter 
taking place under renegotiation. 

I don’t think there is any question either, that there is a fundamental 
conflict in the area of incentives that can better be pointed out by other 
witnesses in terms of incentive contracts than I because our field is 
not primarily defense procurement. 
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Gentlemen, now I would like to ask if you would run down with me 
the disadvantages of renegotiation. 


Beginning on page 6, gentlemen, we suggest, and I won't detail 
these, that renegotiation is an inducement to careless procurement. 


Jt has a serious impairing effect on incentives to economy and ef- 
ficiency 


{ts results are wholly arbitrary. The Chairman of the Board pre- 
fers to use the word discretionary, and I think the word arbitrary is 
a little more accurate. 

With respect to the cost to the Government, it might be interesting 
to go into that m some detai). If you will turn with me to page 20, 
we 


ave attempted to do any anal ysis of the cost to Government. 


Acoording to the Chairman of the Renegotiation Board in testi- 


mony before this committee during the last year’s hearings on exten- 


Sion Of the act recoveries under Renegotiation Act of 1951 through 
June 30, 1958, amounted to $1.541 billion but to only about $539 


willion when adjustments are Yo aceount for the fact that 


refunds are tax deductible. 


The Board’s costs under the 1951 act have amounted to $26.6 


million during the same period. It would thus appear that the 


Treasury netted some S1Z8 million over the period 1951 through 
December 31, 1958. 4 wn 

This, however, is most decidedly not the case. In addition to the 
tax adjustment applicable to the gross refund, before this net recovery 
can be translated into a benefit to the Treasury, there must be sub- 
tracted a portion of the direct cost to industry for compliance since 
this total cost is also tax deductible. | 

Now, we have estimated that cost as one-tenth of 1 percent of the 
dollar value of renegotiable Government business—a very conserva- 
tive estimate. This has been confirmed in discussion with a number of 
renegotiated companies. 

Applied to the $241 billion of renegotiable sales as reported to the 
Renegotiation Board, the cost would run‘as high as $241 million to 
industry. On the theory that industry’s tax-deductible expenses for 
compliance run at this level, the gain to the Treasury would be 
reduced to about $448.5 million at best. 

Finally, further adjustments need to be made which would wi 
out any gain whatsoever in our opinion. An allocable charge to the 
renegotiation process should be made of the cost involved in time and 
work of the Department of Defense personnel and liaison work with 
the Board and that is substantial. 

An allocable charge to the renegotiation process should be made of 
the cost of investigations by FBI and litigation by the Department of 
Justice in the growing number of appeals to the Tax Court. 

Finally, we must place a price tag and a very substantial price tag 
on those disincentive features of renegotiation already described. In 
our opinion, at the minimum, there is no gain, at the worst there is 
a substantial loss, both financially and in terms of our national defense 
program. 

Let me turn you to another example in this area of disadvantages 
which I think is worth going through. That is the burden on manage- 
ment. If you turn to page 19 of our statement you will see an actual 
case which prompts an attorney to testify before you tomorrow after- 
noon in behalf of the Vaughn Machinery Co. 
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This company employs 237 ple. It is not in the aircraft industry. 
lt does not make defense profits in the ordinary sense. It filed its re- 
negotiation papers in August 1953, covering the year 1952. The initial 
determination was arrived at in July 1954, at the regional level. In 
accordance with Board procedures it was automatically reviewed in 
Washington by the statutory Board in November 1954. The regional 
board’s determination was upheld in December 1954. A further 
review by the statutory board was undertaken at the contractor’s 
reguest in February and March 1955. 

The determination was made final in April, 1955. The case was 
appealed to the Tax Court in May, 1955. The company was subjected 
to ar extended audit by the FBI beginning in the summer, 1996, and 
ending in the spring, 1957, approximately 7 weeks involved. 

The case was tried by the Tax Court in June 1997, and on July 31, 
1958, was decided adversely to the taxpayer. The company now seeks 
to appeal to the U.S, Court of Appeals, 

This is the company which would be barred from further appeal 
if you do not g° back to the June 30 date I referred to. 


_ Without reference to the appeal that the company now wishes to 
institute, 130 total weeks of executive time have been consumed and 


executive, legal, travel, and clerical—now exceed 

Thus, the case involving 1952 business is not yet completely settled 
in April 1959. The costs to the company are a minimum of $37,000 
and during the recent. part of the prio which the case covers the 
company has been seriously affected by recession conditions. More- 
over, it should be emphasized that this company is not an armament- 
maker, but a manufacturer of normal commercial capital goods which 
produced its regular product line during the Korean conflict. 

Now, what more specific example of the burden on management, 
the excessive cost of the process and the long, continuing financial 
uncertainty involved and finally, the whole disincentive character of 
this experience could we possibly find ? 

This is not untypical. I am constrained to observe at this point 
that despite what Mr. Coggeshall might have said about his views 
on what industry’s views are or what Mr. Dechert might have sug- 
gested as to what he thinks industry’s views are, on behalf of the 
capital goods industries we represent, we urge you to take a good 
hard look at this process of renegotiation in principle beyond the 
question of what you do by way of amendment if you extend it. 

Now, further, in an effort to cut through, if you will turn to the 
summary of our statement which, at your request, was prepared and 
is placed at the beginning of the statement, and look at the second 
page, you will see our specific recommendations summarized. I 
would like to call them to your attention with perhaps a passing 
comment or two. 

Our first recommendation is fundamentally that the Renegotiation 
Act of 1951 should be permitted to expire on June 30, 1959, as pres- 
ently igri for. In Mr. Coggeshall’s statement he said if the 
King bill were passed it would “destroy renegotiation.” Frankly, 
we do not support one provision of the Kin bill—section 2—but if 
I agreed with Mr. Coggeshall, we would endorse it wholeheartedly. 
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If it is the judgment of Congress that statutory renegotiation 
should be extended in.some form, the act we believe, should be exten- 
sively amended as suggested below. 

The first category of proposed further exemptions is intended to 
carry to their logical extension or conclusion exemptions which this 
committee and this Congress has already initiated. There is very 
little new thinking in this section except an effort to further narrow 
the renegotiable area which we have been attempting to pinpoint 
today. 

We do not believe that the standard commercial article exemption 
has been administered or implemented properly in regulations. There 
is detailed comment on this point in our statement. 

I ask that you refer this to your staff for appropriate comment. 
We feel what was intended to be liberalizing has been largely negated 
by narrow administrative interpretation based to some extent on in- 
advertent language in the report of the committee when the 1956 
amendments were enacted. 

We ask that you look at this question again to determine whether 
or not, by further clarifying amendments, along the lines we suggest, 
a standard commercial article exemption can be given full meaning. 

We suggest you look at the fringe agencies, but first find out the 
prodact areas in which the Renegotiation Board has primarily acted. 

believe if I remember Mr. Coggeshall’s testimony, before the Ap- 
propriation Subcommittee for fiscal 1960, he said he was mostly con- 
cerned with the hundred largest defense contractors. Let us see if 
we cannot carry that further by finding out how these product lines 
break down inthe light of specific refund redeterminations, 

Then I think you will find your question with regard to GSA, Mr. 
Chairman, fully answered. I think you will find also the U.S. Army 
Corps of Engineers public works procurement can be wiped out from 
renegotiation applicability. I think you will find out also, that the 
nondefense procurement in the atomic energy field can be wiped out. 

There was something said this morning about advertised bids. We 
are suggesting that contracts let as a result of advertising bids be 
exempted. We suggest this as nothing more than a logical exten- 
sion of the present exemption which applies only to construction 
contracts, 

Why not extend the advertised bid extension across the board ? 
The Piziresia of the Board and others have voiced objections to this 
in the past on the grounds that keeping advertised bid contracts in 
is favorable to the contractor because that enables him to achieve a 
mix of low-profit business with a mix of high-profit business so that 
he obtains a setoff. 

I am a little cynical, frankly, about that reasoning in the light of 
present procurement. In an all-out procurement effort that might 
very well be true, but in the present situation I beg to differ with the 
chairman. On behalf of a major sector of industry which I think I 
can represent pretty effectively on this question we urge this expan- 
sion of the advertised bid exemption. 

I have called your attention previously to our recommendation 
in the area of carry-over, carry-back of loss. Let us find the formula 
to renegotiate inadequate profits. We suggest additional exclusion 
or exemption which csrries out my suggestion, really, which was 
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prompted by your questioning today and by your questioning in 
previous years. That is, after this preliminary investigation 1s con- 
ducted of product breakdown in renegotiation redeterminations, that 
we go at the problem of narrowing by asking the Pentagon and other 
agencies to identify those product lines where this extraordinary 
authority is needed and chop renegotiation off at that point. 

The next recommendation relates to due abcigy in renegotiation 
procedures. Frankly, gentlemen, we are a little bit doubtful as to 
how much good this kind of approach is going to do. We feel that 
the character of the renegotiation process is such that you cannot 
make the procedure anything but arbitrary. But we do encourage 
you to try along the lines suggested here and to bear in mind that 
you put the contractor in an impossible position on appeal if he has 
to work against factors, documents, considerations, or Judgments on 
which he is not fully informed. 

If you, yourselves, were on trial under those circumstances on ap- 
peal how would you argue your case ? 

We believe, in line with Chairman Mills’ questions, that there ought 
to be a completely across-the-board study on this subject of procure- 
ment—of which renegotiation is only one ramification and that we 
ought to get into such questions as price redetermination, incentive 
contracts, Vinson-Trammel, the Merchant Marine Act, and so on. 

Our last specific recommendation is, if you are going to extend the 
act at all, limit the period to 1 year because the only way to get sense 
into the area to the extent that it is feasible, is to look at it and look at 
it again and look at it again. I am somewhat sympathetic with Chair- 
man Coggeshall’s complaint to the subcommittee of Senate Appro- 
priations, that he had been at the “brink” for 4 years in a row on this 
statute, I am afraid that I am suggesting we keep him at the brink in 
the event of further extension. 

In deference to Mr. King, who has been so kind along with the rest 
of you to stay here and listen to me after such a long day, I would like 
to say a word about Mr. King’s bill, and then I will close. 

You will find our comments on pending legislation on page 43. We 
fee] that there is much to be said for the very careful sealiee that the 
King bill reflects and we feel that the objectives of section 3 and 5 
are quite sound. 

With respect to section 2 of the bill we have some concern. I feel] 
obliged to state the concern because I have been trying to address 
myself to broad principle rather than to so much detail. 

This section 2 of the bill is an effort to provide a minimum of reason- 
able profits in an area of Government administration characterized by 
vagueness, indecision, and possible capriciousness. We have con- 
siderable sympathy with that objective. But we do not feel that we 
can support the section 2 approach for this reason: 

We consider renegotiation a bad law under present conditions, un- 
susceptible of fair administration and contrary to the basic and 
fundamental principles of our Government. To adopt and legislate a 
profit measurement. formula as a part of renegotiation even though a 
eee is intended to provide merely a floor, in our judgment is a 
mistake. 

For this reason, we have concern about the proposal. We have 
further concern. We think the floor would become a ceiling and we do 
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not believe in general, that whether viewed as a minimum or maximum 
that it is necessarily desirable in the area of procurement to introduce 
a full element of certainty by a fixed rate in an area where the uncer- 
tainty of risk and reward is the very thing that calls for the best 
effort of the defense contractor. 

Mr. King, we enter a dissent to that section of the bill in line with 
the principles we voice here. We commend your efforts to improve 
the procedures and we endorse certain other specific sections of the bill 
to which I have referred. 

Gentlemen, I would like to leave you with one thought on the subject 
of the concept and process of renegotiation. : 

On page 23 of the House Appropriations Subcommittee hearings 
during which the Renegotiation Board appeared earlier this year, 
Mr. Coggeshall objected to the use of the word “arbitrary,” in con- 
nection with the renegotiation process. He said “discretionary” is 
the proper approach. 

I was very much interested today to read in the current press the 
story that the Westinghouse Electric Corp. under the sponsorship of 
the Air Research and Development Command had developed what is 
believed to be equipment for future space vehicles that would be 1,000 
times smaller and lighter than any now in existence. 

This would replace an electronics system the size of a breadbox with 
one the size of a sugar cube. 

Now, gentlemen, whether that development is carried through to 
complete fruition or not, and whether or not the Government has to 
some extent assisted in this development, for a board of Government 
to determine, under this highly complex state of technology, what 
constitutes an “excessive profit” in my judgment can only bring an 
arbitrary result. This, in my opinion, is not the answer in the pro- 
curement field. 

I apologize for talking as long as I have, Mr. Chairman. 

The CuarrMan. Mr. Stewart, let me assure you that you have not 
utilized the time that you actually requested.of the committee and we 
appreciate very much the manner in which you have presented your 
views and those of your institute. I commend you on a very effective 
presentation of those views. : 

We thank you, sir. 

Mr. Stewart. Thank you. 


Mr. Kine. Mr. Chairman, I desire to ask unanimous consent to ex- 
tend my remarks and to include therein a memorandum that deals with 
the Board’s attitude or testimony today with respect to commercial 
class articles. 

The Cyaan. Without objection, that will be included at any 
point in the record you deem advisable. 

Without objection, the committee will adjourn until 10 o’clock 
tomorrow. 


(The following statement was received by the committee.) 


STATEMENT OF THE SHIPBUILDERS COUNCIL OF AMERICA ON THE GENERAL SUBJECT 
OF AN EXTENSION OF THE RENEGOTIATION ACT OF 1951 


The Shipbuilders Council of America is the national trade association of the 
Shipbuilding and ship repair industry. It includes in its membersihp practically 


all of the major private establishments in the United States which comprise that 
industry. 
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In addition to shipyards, the Council membership also includes “Allied Indus- 
tries Members.” These companies supply the shipyards, both Government and 
private, with the materials, components and equipment needed in the construc- 
tion and repair of the various types and kinds of commercial vessels which 
operate in the overseas and domestic waterborne trades of the United States, 
as well as Government owned vessels operated by the Navy, the Maritime Ad- 
ministration, and other Government agencies. 

A list of the present membership of the Council is attached. 

Over the years, the volume of national defense business done by members of 
the Council has totaled billions of dollars. As a result the members of the 
Council have had an opportunity to observe at first hand both contract renegotia- 
tion as provided under the 1944 and 1951 acts and the operation of the more 
arbitrary formula profit limitation technique provided in the Vinson-Trammell 
Act of 1934 and Merchant Marine Act, 1936. In addition, they have experience 
with a new technique, not based on statutes developed by Congress but merely on 
an arbitrary decision made within an agency, to include some sort of profit 
limitation clause in its procurement contracts. 

Based on this knowledge and experience the members of the Shipbuilders 
Council make the following recommendations pertinent to the general subject 
now before the committee of an extension of the Renegotiation Act beyond June 
30, 1959. 

RECOM MENDATIONS 


1. The Renegotiation Act should be permitted to expire on June 30, 1959. 

2. The profit limitation provisions of the Vinson-Trammell Act of 1934 and of 
the Merchant Marine Act should be repealed at the earliest possible date. 

3. If the Renegotiation Act be extended, as is, or in amended form, the profit 
limitation provisions of the Vinson-Trammell Act and of the Merchant Marine 
Act, 1936, still should be repealed at the earliest possible time, so that such 
provisions will not again become applicable at the termination of any such 
extension. It would be most appropriate to provide for such repeal in any leg- 
islation extending the Renegotiation Act and the committee is urged to so 
provide. 

4. The practice of certain Government agencies of including profit limitation 
or profit recapture clauses in their contracts without statutory authority for 
such inclusion should be prohibited by Congress. At the present time, and 
without statutory authority, the Maritine Administration imposes profit recap- 
ture by means of an article 41 of its master repair contract. Also, both the 
Department of the Navy and the Maritime Administration without statutory 
authority include a profit limitation provision in the escalation clause used in 
connection with their respective shipbuilding contracts. 

5. If Congress extends the Renegotiation Act, then Congress should amend 
the act so that the determination of a contractor’s excessive profits for any 
year will be made in the light of the statutory factors as they appear in 
relation to all of his renegotiable government business for all years reported to 
and before the Renegotiation Board. While for mechanical and income tax 
reasons, the determinations must be made on an annual basis, nevertheless each 
such annual determination should involve a full consideration of the individual 
contractor’s performance on government work on a continuing, rather than an 
arbitrary annual, basis. While there does not appear to be anything in section 
103(e) of the act which limits the application of the statutory factors (includ- 
ing “(1) Reasonableness of costs and profits’) to the determination of exces- 
sive profits for a single or particular year, it appears that the Renegotiation 
Board now makes each year’s determination almost solely on that year’s profit 
and other data. It would be only equitable and in accord with the intent of 
Congress that a deficiency in reasonable or nonexcessive profits in a prior vear 
or years (or a later year or years if before the Board), be treated as an offset 
against any profits deemed excessive in a particular year. Section 103 of the 
act should be so amended to make this requirement specific and mandatory. 


COMMENT ON DEPARTMENT OF DEFENSE BILL 


With specific reference to the form of bill proposed by the Department of 
Defense, the members of the Council are in agreement that if renegotiation is 
extended then due consideration should be given to the nature and objectives 
of the incentive type contract. However, they have some reservations in regard 
to the opening language of the new paragraph (6) which the Defense Depart- 
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ment proposes should be added to section 103(e) to implement this suggestion. 

The Department of Defense suggests a new paragraph to read as follows: 

“(6) Types and provisions of contracts with the Departments and subcon- 
tracts, with particular regard to contractual pricing provisions and the objectives 
sought to be achieved thereby, including especially, in the case of contracts and 
subcontracts containing provisions for incentive payments, the nature and extent 
of cost reductions effected thereunder and the extent to which such reductions 
are the result of the efforts of the contractor or subcontractor.” 

The members of the council fear that the above language is so broad that it 
might be construed to constitute congressional approval for the very practice 
to which the council objects under item 4 of its recommendations; viz, that 
Congress should prohibit the indiscriminate inclusion by procurement agencies 
of profit control provisions not provided by statute. 

The members of the council feel that the following language would be sufficient 
and appropriate: 

“(6) In the case of contracts and subcontracts containing provisions for in- 
centive payments, the nature and extent of cost reductions effected thereunder 
and the extent to which such reductions are the result of the efforts of the 
contractor or subcontractor.” 


EXTENSION OF THE RENEGOTIATION ACT 


The first recommendation of the members of the Shipbuilders Council as stated 
previously herein is: 


1. The Renegotiation Act should be permitted to expire on June 30, 1959 


Nonrenegotiable pricing is and should be the joint goal of Government and 
industry. To that end the Renegotiation Act of 1951, as amended, should be 
allowed to expire on June 30, 1959. 

The broad application of the renegotiation technique can be justified, if at all, 
only during those periods of national emergency when normal procurement pro- 
cedures are abandoned in the interest of expediting production and the factors 
which normally control undue profits cease to function. While the present 
procurement and production rate is relatively high as a result of the cold war 
in which the United States reluctantly but inevitably finds itself involved, the 
situation is not of a procurement emergency nature nor is it of recent origin. 
On the contrary, it is of long standing, having covered a period of years, and 
the prospects are, at least as far as can be foreseen as of now, that it will continue 
on much the same level for years to come. 

Thus there is no procurement emergency such as that which existed early in 
World War II and which gave birth to renegotiation as a protection to the 
Government against excessive profits. At that time there was a definite lack 
of an experience background on which to base competitive prices, particularly 
with many new companies engaged in new fields. Even had there been such a 
background, competent estimating organizations could not be had, and in any 
event, speed was of the essence, with production the primary consideration and 
price the secondary, to be adjusted later. Under such conditions, there was 
justification for renegotiation. 

No such justification exists today. Conditions are much different. Procure- 
ment orders, for the most part, are placed with experienced organizations either 
as a result of competitive bidding or of competitive negotiation. The pressure. 
for speed in placing contracts and in obtaining production is no longer the con- 
trolling factor. There is time for competent estimating, there are competent 
estimating organizations with an experience background, there is adequate 
competition, and adequate time for competitive bids or completion of negotiation. 
The Government procurement agencies have accumulated an adequate amount 
of comparative cost data which should serve as a reliable basis for judging the 
reasonableness of prices in bids and estimates. In other words, there now is an 
industrial condition which does not have the characteristics of an emergency, 
and hence does not justify renegotiation. There may be instances of experi- 
mental contracts, but these can be handled by special forms of contracts and do 
not justify subjecting industry as a whole to renegotiation of all Government 
contracts. 

As for shipbuilding and ship repair, the workload has been more or less stabi- 
lized at a very moderate level in the past few years. Competition for any ship 
construction or repair work that becomes available is intense. Considering the 
industry as a whole, conditions do not appear to warrant any form of profit 
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control. Those segments of the Government concerned with the industry as an 
element of our national economy and national security should not be concerned 
with means to prevent the shipyards from making excessive profits, but rather 
with creating and maintaining conditions under which they can make any 
profits at all. 

Fortunately, the maritime legislation enacted in recent years has had some 
beneficial effect on the industry although there is no present indication the 
workload will ever be of a volume sufficient to fill existing yards to capacity or 
create any lack of competition in the industry. Hence, there is no foreseeable 
justification for the continued application to the industry of renegotiation or of 
profit limitation of any description, either statutory or administrative. 

The overall net result of renegotiation as an ultimate saving to the Government 
isa moot question. There are many factors involved, such as the net recovery 
after taxes, the decrease in taxable income to the Government, the cost to the 
Government of effecting the recovery and the cost of the contractor of preparing 
reports and negotiating with the Renegotiation Board. Furthermore, renegotia- 
tion tends to destroy incentive, decrease efficiency and increase costs. Its con- 
tinued use places a burden on management and creates most objectionable long 
continuing financial uncertainties without providing any net advantage to the 
Government. In fact, in this industry, it probably results in an overall increase 
rather than a decrease in the ultimate price which the Government has to pay 
for the maintenance of an adequate mobilization potential. 

It is the view of the members of the council that the Renegotiation Act of 1951 
should be permitted to expire on June 30, 1959. 


VINSON-TRAMMELL AND MERCHANT MARINE PROFIT LIMITATION PROVISIONS 


The specific recommendations of the members of the council in regard to the 
yertinent provisions of these acts as previously stated are as follows: 

2. The profit limitation provisions of the Vinson-Trammell Act of 1934 and 
of the Merchant Marine Act should be repealed at the earliest possible date. 

3. If the Renegotiation Act be extended, as is, or in amended form, the profit 
limitation provisions of the Vinson-Trammell. Act and the Merchant Marine 
Act, 1936, still should be repealed at the earliest possible time, so that such 
provisions will not again become applicable at the termination of any such 
extension. It would be most appropriate to provide for such repeal in any 
legislation extending the Renegotiation Aet and the committee is urged 
to so provide. 

Both the Vinson-Trammell Act and the Merchant Marine Act limitation provi- 
sions are discriminatory in that they apply only to shipbuilding (and in the case 
of the Vinson-Trammell Act also to aircraft). They do not apply to the great 
volume of other major products required by the Defense Department or other 
branches of the Government. 

All of the arguments which can be made with respect to the elimination of 
renegotiation apply equally as well to the repeal of the profit limitation provisions 
of the Vinson-Trammell Act and the Merchant Marine Act. In addition, the 
technique of these acts is much more arbitrary than renegotiation and there is 
no recognition of relative efficiency, risk, or any of the other factors which are 
required by statute to be taken into consideration in renegotiation. Also, mer- 
chant vessels built under the Merchant Marine Act and naval vessels built under 
the Vinson-Trammel Act cannot be grouped for profit consideration even though 
the vessels were completed in the same year. 

The application of the profit limitation provisions of the Vinson-Trammell Act 
of 1934, as amended, and the Merchant Marine Act of 1936, have been completely 
suspended since the enactment of the Renegotiation Act of 1951. The Vinson- 
Trammell Act is 25 years old this year and the Merchant Marine Act, 1936, is 
almost as old. The pertinent provisions of these acts are now outmoded and 
should have been repealed Many years ago. 

Renegotiation and profit limitation under the Vinson-Trammell and Merchant 
Marine Acts do not run concurrently, as the latter by statute is inoperative as 
long as renegotiation is in effect. However, as soon as renegotiation expires, 
statutory profit limitation under those acts automatically again becomes opera- 
tive. Appropriate action should be taken by the Congress to remedy this 
anomalous situation. 

The recurrent threat of automatic revival of the profit limit provisions of these 
acts by the expiration of the Renegotiation Act should no longer be allowed to 
influence thinking as to whether the technique of contract renegotiation should be 
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continued by Congress. To this end, it is strongly urged that those provisions be: 
repealed at this time regardless of what action may be taken with respect to the 
Renegotiation Act. 


NONSTATUTORY PROFIT CONTROL CONTRACT CLAUSES 


This topic concerns three separate instances of clauses currently being used by 
the Maritime Administration or the Navy Department in connection with ship- 
building or ship repairwork which are outside of any specific statutory authority 
requiring their use. In view of the fact that the Renegotiation Act is still in 
effect. the clauses impose additional profit control on work already covered by 
the Renegotiation Act. 

The specific recommendation by the members of the council is as follows: 

4. The practice by certain Government agencies of including profit limita- 
tion or profit recapture clauses in their contracts without statutory authority 
for such inclusion should be prohibited by Congress. At the present time. 
and without statutory authority, the Maritime Administration imposes profit 
recapture by means of an article 41 of its master repair contract. Also, both 
the Department of the Navy and the Maritime Administration without statu- 
tory authority include a profit limitation provision in the escalation clause 
used in connection with their respective shipbuilding contracts. 


Article 41 of the Maritime Administration fired price master ship repair contract 


In August 1954, the Maritime Administration informed the Shipbuilders Coun- 
cil of America and the ship repair industry generally that it had decided that 
contracts for the repair of vessels under its jurisdiction henceforth would be 
awarded only to those contractors who agreed to the inclusion in their contracts 
and subcontracts of a provision for limiting profits. 

The shipyards deemed the contract clause to be objectionable and strongly 
protested its use. However, the Maritime Administration refused to withdraw 
the requirement. It took the position that there is nothing in the Renegotiation 
Act of 1951 or any other law which prohibits the Maritime Administration from 
imposing its own profit recapture system and that it could impose such recapture, 
even though the contracts which would be covered would be concurrently subject 
to the Renegotiation Act. 

Unfortunately, due to the depressed state of the ship repair industry, the vari- 
ous ship repair contractors were compelled to reluctantly agree to the dual re- 
capture arrangement imposed upon them by the Maritime Administration as a 
condition of eligibility for any further award of contracts for repairs authorized 
by the Emergency Vessel Repair Act of 1954. 

In November 1954, the council renewed its protest against the use of such a 
recapture provision in its repair contracts. In connection with this protest, the 
council again called the Administrator’s attention to the conflicting dual ap- 
plication of renegotiation and the Administration’s contractual profit recapture 
System, but again to no avail. The Administration merely confirmed that it 
would continue to require contractors to agree, by contract, to subject them- 
selves to profit recapture as a condition precedent to any eligibility for award of 
Maritime Administration controlled vessel repairwork. 

Actually, there is no provision in any law requiring the Maritime Administra- 
tion to include a profit recapture provision in its repair contracts and such 
inclusion, based on mere “administrative discretion’ is an extraordinary as- 
sumption of power by the Maritime Administration in a field which usually and 
more properly is left to Congress. It is significant that, while Congress included 
a profit recapture provision in the Merchant Marine Act of 1936, it did not 
specify ship repairs as subject to such a provision. If the Congress had any 
intent of applying profit recapture to repair work, it is presumed that it would 
have so stated. The fact that it did not so state cannot help but be indicative of 
a contrary intent. 

It is quite apparent that no purpose will be served by any further appeal to 
the Maritime Administration, in view of its claim of administrative prerogative 
to include such contract requirements. The council submits that, for the same 
reasons as have been advanced with respect to the proposed repeal of the profit 
limitation provisions of the Vinson-Trammel and Merchant Marine Acts, perma- 
nent relief should be granted by the adoption of such legislation as may be 
appropriate to prevent the imposition by any agency of contractual profit re- 
capture such as that being used by the Maritime Administration in respect to. 
ship repairs. 
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The full text of article 41 of the Maritime fixed price ship repair contract is as 
follows : 


Article 41. Report of cost—Excess profits—Subcontractors 


(a) In the event any work is awarded subject to the provisions of this article, 
the contractor agrees that as to job order covering such work, and the supple- 
mental job orders thereto: 

(i) To make a report under oath to the Administration upon the completion 
of the work awarded subject to the provisions of this Article, as modified by all 
change orders in connection with such awarded work, setting forth in the form 
prescribed by the Administration the total contract price of such work, as modi- 
fied by the applicable change orders, if any, the total cost of performing such 
work, as modified, the amount of the contractor’s overhead charged to such 
cost, the net profit and the percentage such net profit bears to said contract 
price, or said modified contract price, and such other information as the 
Administration shall prescribe. 

(ii) To pay to the Administration profit, as shall be determined by the Ad- 
ministration, in excess of 10 percent of the total contract price or said modified 
contract price, covering work subject to the provisions of this article or work 
under subcontracts for work subject to provisions substantially the same as set 
out in this article under other lump sum ship repair contracts of the Administra- 
tion, as is completed by the contractor within the income taxable year, which 
such amount or amounts shall become the sole property of the United States: 
Provided, however, That if there is a net loss on all such work or subcontract 
work such net loss shall be allowed as a credit in determining the excess profit, 
if any, for the next succeeding income taxable year: Provided, That if such 
amount is not voluntarily paid, the Administration shall determine the amount 
of such excess profit and collect it in the same manner that other debts due the 
United States may be collected. 

(iii) To make no subdivisions of a job order or supplemental job order subject 
to the provisions of this article or any subcontract for work subject to the pro- 
visions of this article for the purpose of evading the provisions of this article, 
and any subdivisions of such job order or supplemental job order or subcontract 
in excess of $10,000 shall be subject to the conditions prescribed in this article. 

(iv) That the books, files, and all other records of the contractor, or any 
holding, subsidiary, affiliated or associated company, shall at all times be 
subject to inspection and audit by any person designated by the Administration, 
and the premises, including the vessel, of the contractor, shall at all times be 
subject to inspection by the representatives of the Administration. 

(v) The amount of profit derived by the contractor from the performance of 
the work covered hereby shall be determined by the Administration in accordance 
with the Regulations Prescribing Method of Determining Profit—as revised by 
the Federal Maritime Board and Administration, U.S. Department of Commerce, 
July 21, 1952, including all amendments through July 29, 1954. 

(b) The contractor further agrees to include in its subcontracts for work 
or materials required for a job order, or supplemental job orders thereto, subject 
to the provisions of this article, the agreement that such subcontractor shall 
pay to the Administration excess profit in accordance with provisions of para- 
graph (a) above, in the event such subcontract, as may be modified, is in excess 
of $10,000, and the agreement that the subcontractor agrees that all of its sub- 
contracts with the contractor for the same article or articles, as defined in said 
regulations, required for a job order or supplemental job orders thereto, subject 
to the provisions of this article, shall be deemed to be a single subcontract for 
the purpose of its agreement to pay excess profit. 


Paragraph (ec) of article 6 of the Navy contract for the construction of ships 

Recent contracts for major naval vessels, awarded on the basis of competitive 
bidding and subsequent negotiation, include an escalation article to provide for 
increases or decreases in the contract price on account of subsequent changes 
in the cost of labor and material required in the construction of the vessel, as 
measured by indices set out in the contract. But paragraph (e) of article 6 
(escalation) reads: 

“The contracting officer may deny, in whole or in part, any upward adjustment 
in the contract price required under this article if the contracting officer finds 
that such adjustment is not required, in whole or in part, to enable the contractor 
to earn a fair and reasonable profit under this contract.” 
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While disputes with respect to a “fair and reasonable profit” and as to the 
nonpayment of the escalation probably can be appealed to the Secretary of the 
Navy and to the Armed Services Board of Contract Appeals, the practical effect 
of this provision is a potential nullification of the escalation provisions of the 
contract and, contrary to the will of Congress as expressed in the Renegotiation 
Act, constitute the contracting officer as the authority to determine what is or 
is not a reasonable profit. 

The basic point, of course, is that a contractor who makes a bid on an escalated 
basis and is awarded a contract on that basis is entitled to full reimbursement 
for the increases in costs of labor, material, and taxes beyond the levels prevail- 
ing when he made the bid. Such increased costs are actual out of pocket costs 
to the contractor. They are subject to Government audit and thus readily 
verified. They should be completely independent of any consideration having 
to do with the ultimate profit. 

To deny such reimbursement to a contractor, either in whole or part, is com- 
pletely unfair, as it is not the basis on which the contract price was predicated 
in the first instance and constitutes a form of profit limitation which has the 
effect of by-passing congressional policy. 

Such denial of reimbursement likewise is grossly discriminatory in that it 
penalizes the efficient contractor and tends to place a premium on inefficiency. 
Section & of the Federal Maritime Board/Maritime Administration ship con- 

struction contract special provisions 

For the last several years the standard pro-forma shipbuilding contract of the 
Federal Maritime Board/Maritime Administration also bas included a provision 
in its escalation article limiting or controlling the contractor’s profits under 
the contract. 

Like the escalation article in the Navy ship construction contract the escala- 
tion provisions of the Maritime contract provide for increases or decreases it 
the contract price for changes in the cost of labor and materia) and in certain 
taxes and “fringe benefits” subsequent to the approximate bidding date. Para- 
graph 5 of the article (quoted in full below) provides, however, that, in effect, 
escalation payments will not be made if the result would yield the contractor 
a profit of more than 10 percent of the contract price, such profit to be determined 
under the administration’s regulations. The effect of such a determination of 
profit, in turn, is to increase the contractor’s profit over his book profit by dis- 
allowing an appreciable part of his costs. Disputes under the contract may be 
appealed to the Maritime Board, but, as a practical matter, the only dispute that 
can arise is the area of profit determination under the regulations. 

Acceptance of the pro-forma contracts, of course, is a prerequisite to obtain- 
ing a contract award. Prospective contractors, individually and jointly, have 
protested the provision as discriminatory and as beyond the power of the agency, 
and even as a negation of the will of Congress as expressed in the Renegotiation 
Act, but without effect. If a contractor bids successfully he must accept a con- 
tract conforming to the pro-forma contract. The only alternative is to refrain 
from bidding. No provision is made to limit or control a contractor’s losses or 
for adjustments to remedy a deficiency in “reasonable” profits on the particular 
contract or related contracts. 

The pertinent paragraphs of the escalation article of the Maritime ship con- 
struction contract read as follows: 

“Limitation on total payments under this article III and Article 18 of the 
general provisions : 

“(a) Notwithstanding any other provisions of this contract, if the total of the 
amounts to be paid to the contractor under this article III and under paragraph 
(b) of article 18 of the general provisions when added to the total payments to 
be made to the contractor under this contract (excluding the payments under 
this article III and under paragraph (b) of article 18 of the general provisions) 
would result in the payment to the contractor of profit in excess of 10 percent 
(10%) of the Contract Price under this contract, as said Contract Price is ad- 
justed pursuant to the provisions of this contract, to the extent that such profit 
in excess of 10 percent (10%) would be due to payments to the contractor 
pursuant to this Article III and paragraph (b) of Article 18 of the General 
Provisions, the payments to be made to the contractor pursuant to this article 
IIT and paragraph (b) of article 18 shall be reduced by the sum of such excess. 

“(b) The profit of the contractor for the purposes of paragraph (a) above 
shall be determined in accordance with the ‘Regulations Prescribing Method of 
Determining Profit, as revised by the Federal Maritime Board and Maritime 
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Administration, U.S. Department of Commerce—July 21, 1952 and amendments 
thereto through August 12, 1954 and such further amendments thereto prior 
to the date of opening bids pursuant to which this contract was awarded,’ pro- 
vided, however, in the determination of such profit only this contract shall be 
considered.” 

If all agencies of the Government were to pursue the practice of imposing 
profit controls by the arbitrary inclusion of clauses such as those reviewed 
above, chaotic contracting conditions would soon result. Their inclusion despite 
the running of the Renegotiation Act is inexcusable and contrary to the con- 
gressional intent. In connection with any action Congress may take in regard 
to extending the Renegotiation Act the members of the Council urge that positive 
legislative action be taken to invalidate such nonstatutory clauses and to prevent 


their future use. 


CONSIDERATION OF DEFICIENCIES IN REASONABLE PROFIT 


The fifth recommendation by the members of the Council has to do with the 
development of an appropriate amendment to section 108 of the Renegotiation Act, 
if the act is extended, to make it mandatory that a deficiency in profit in any 
year will be considered as a factor requiring favorable recognition in deter- 
mining whether protits in a later year are excessive. 

As previously noted the recommendation by the members of the Council is as 
follows: 

5. If Congress extends the Renegotiation Act, then Congress should amend 
the act so that the determination of a contractor’s excessive profits for 
any year will be made in the light of the “statutory factors” as they appear 
in relation to all of his renegotiable Government business for all years 
reported to and before the Renegotiation Board. While for mechanical and 
income tax reasons, the determinations must be made on an annual basis, 
nevertheless each such annual determination should involve a ful) consid- 
eration of the individual contractor’s performance on Government work on 
a continuing, rather than an arbitrary annual, basis. While there does not 
appear to be anything in section 103(e) of the act which limits the application 
of the statutory factors (including “‘(1) Reasonableness of costs and 
profits’) to the determination of excessive profits for a single or particular 
year, it appears that the Renegotiation Board now makes each year’s deter- 
mination almost solely on that year’s profit and other data. It would be 
only equitable and in accord with the intent of Congress that a deficiency 
in reasonable or nonexcessive profits in a prior year or years (or a later 
year or years if before the Board), be treated as an offset against any profits 
deemed “excessive” in a particular year. Section 103 of the act should be 
so amended to make this requirement specific and mandatory. 

The members of the Council feel that the potential inequities involved in the 
condition sought to be corrected by this recommendation are extremely serious. 

Failure to consider deficiencies in nonexcessive profits as a mitigation of 
excessive profits is grossly unfair, and leads to the result in many cases that a 
contractor is forced to repay excessive profits for one or more years when his 
overall profit on his renegotiable business for the years subject to the act, includ- 
ing the excessive profit vear, is below the nonexcessive level or even close to a 
break-even level. The administrative complications involved in such a procedure 
should not be permitted to defeat such an obvious and equitable requirement ; 
certainly if the Board can determine excessive profits it can as readily determine 
nonexcessive or reasonable profits as a mitigation of the “excessive” profits. 

The members of the Council most strongly urge that appropriate language be 
added to section 103 of the act to allow such a moving average view of the indi- 
vidual company. It is not felt that objection to this suggestion—that it would 
entail some problems of administration—is sufficient grounds to overrule such 
a patently equitable improvement in the operation of the Renegotiation Act. 
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MEMBERSHIP SHIPBUILDERS COUNCIL OF AMERICA FOR THE FISCAL YEAR 
ENDING Marcu $1, 1959 


SHIPBUILDING AND SHIP REPAIRING MEMBERS 


Delegate 
Name of company ‘ representing company 
Alabama Dry Dock & Shipbuilding Co___--------------- Edward J. Flynn 
Albina Engine & Machine Works, Inc___-----------_--~_- L. R. Hussa 


The American Ship Building Co.; Buffalo, N.Y.; Chicago, Edmund Q. Sylvester 
Ill.; Lorain, Ohio; Toledo, Ohio. 
Bethlehem Steel Co. (Shipbuilding Division); Boston, D. D. Strohmeier 
Mass.; Quincy, Mass.; Staten Island, N.Y.; Brooklyn, 
N.Y., 27th St.: Brooklyn, N.Y., 56th St.; Hoboken, N.J.; 
Baltimore, Md.; Sparrows Point, Md.; Beaumont, Tex. 
Bethlehem Pacific Coast Steel Corp. (Shipbuilding Divi- 
sion) ; San Francisco, Calif.; San Pedro, Calif. 


General Dynamics Corp. (Electric Boat Division) _______-_ Carleton Shugg 


Great Lakes Engineering Works; River Rouge, Mich.; Charles Haskill 
Ashtabula, Ohio. 


The Ingalls Shipbuilding Corp___._.-_.....-_------=--- Monro B. Lanier 
Maryland Shipbuilding & Drydock Co____--_______-__-_- Wm. Purnell Hall 
Merrill-Stevens Dry Dock & Repair Co__________________ James C. Merrill, Jr. 
Newport News Shipbuilding & Dry Dock Co_____--___-__ J. B. Woodward, Jr. 


Norfolk Shipbuilding & Dry Dock Corp.: Norfolk, Va.; John L. Roper 2d 
Berkeley, Va.; Southern Plant. 


Puget Sound Bridge & Dredging Co_____________________ J. A. Byington 
Savannah Machine & Foundry Co_________-__________-_- R. E. Mingledorff 
Sun Shipbuilding & Dry Dock Co____-______.___________ John G. Pew, Jr. 


Todd Shipyards Corp.: Brooklyn Division, New York; Harry G. Hill 
Hoboken Division, New Jersey ; New Orleans Division, 
Louisiana; Houston Division, Texas; Galveston Divi- 
sion, Texas; Los Angeles Division, California: San 
Francisco Division, Almeda, Calif.; Seattle Division, 
Washington. 


ASSOCIATION MEMBER 
New York & New Jersey Dry Dock Association__._...______ Edward V. Gross 
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ALLIED INDUSTRIES MEMBERS 


Delegate 
Name of company representing company 


Cleveland Diesel Engine Division of General Motors Thomas E. Hughes 
Corporation 


Combustion Mneinesring, Inc... Joseph V. Santry 
De Laval Steam Turbine Company--_-__.----.--------- Hans G. Bauer 
Electro Dynamic Division of General Dynamics Cor- R. A. Vanina 
poration 
Woeeer Earle W. Mills 
Rodney E. Ross, Jr. 
Marine Safety Equipment J. P. Harkrader 
Sperry Gyroscope Company, Inc__......._...______... William R. Griswold 
Washington Engineering Co., Inc____.._---_____-___~_ Philip N. Israel 
Wem Davit & Boat Corporation.._.................. Arthur B. deLaski, Jr. 
Westinghouse Electric Corporation_..________________ Herbert H. Gray, Jr. 
Corporation... R. H. Davis 
Recapitulation 


| 
1952 1053 | 195 1955 1956 | 1957 1958 | 1959 


Shipbuilding and ship repairing members.___.-.....| 119 | 221 | 322] 423 | 525 | 525 § 25 6 24 
1 1 1 1 1 1 1 1 
25 25 25 25 24 24 24 24 

45| 47 | 48 | 49 | 50 | 50 | 50 49 


119 firms operating 42 separate yards. 
2 21 firms operating 43 separate yards. 
3 22 firms operating 45 separate yards. 
4 23 firms operating 46 separate yards. 
5 25 firms operating 48 separate yards. 
¢ 24 firms operating 46 separate yards. 


(Whereupon, at 6:10 p. m., the hearing in the above-entitled 
matter was recessed, to be reconvened at 10 a.m., on the following 
day.) 
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TUESDAY, APRIL 28, 1959 


House or REPRESENTATIVES, 
ComMiITrEE ON Ways AnD MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the Ways and 
Means Committee Room, New House Office Building, Hon. Wilbur 
D. Mills (chairman) presiding. 

The Cuarrman. The committee will please be in order. 

We are pleased this morning to have with us our colleague from 
Georgia, certainly one of the most distinguished members of the 
House, the chairman of the Armed Services Committee, the Honor- 
able Carl Vinson. 

Mr. Vinson, you are recognized, sir. 


STATEMENT OF REPRESENTATIVE CARL VINSON, OF GEORGIA 


Mr. Vinson. Thank you, Mr. Chairman. 

Mr. Chairman, I have had laid on the desk of each member a copy 
of my prepared statement. I have complied with the rules by deliver- 
ing to the committee some sixty copies of the statement. 

Mr. Chairman and members of the Ways and Means Committee, 
I have asked to appear before the House Committee on Ways and 
Means today because the provisions of the Renegotiation Act of 
1951 expire on June 30, 1959. 

When I took the floor of the House to support the Renegotiation 
Act of 1951, I stated my philosophy in supporting the legislation to 
be this: 

Renegotiation does no more than prevent or eliminate profits that are clearly 
excessive and unreasonable on an over-all basis—profits that it would be clearly 
unconscionable for a contractor to retain from his dealings with his Government 
in circumstances which precluded proper initial pricing. 

The sole objective as well as the net result of a renegotiation proceeding is 
to make certain that the government has paid no more to a contractor, directly 
or indirectly, than he should in good conscience be entitled to receive in the 
circumstances * * *, 

Mr. Chairman, I have not changed my opinion. Time and every 
experience since 1951 has confirmed my conviction that renegotiation 
is indispensable in our procurement system. 

_ Statutory limitation on profits by adjustment of contract pricing 
is not new. 

Limitation on the profits of ship construction was the first under- 
taking by statute to recoup excessive profits for the Government. 

This was known as the Vinson-Trammel Act, approved March 27, 
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1934, which fixed profit on shipbuilding contracts at 10 percent. It 
was voted out by the old Naval Affairs Committee. 

An amendment of April 3, 1939 was voted out by the Military 
Affairs Committee. It made the Vinson-Trammel Act applicable to 
aircraft, but at a profit rate of 12 percent. The stated purpose was to 
support an infant industry, while limiting unconscionable profits. 

rom this first application of the Vinson-Trammel Act, profit 
limitation in 1934 to and through December 31, 1939, excess profits of 
$3,351,007 on ships and planes were found to have been made. 

The Vinson-Trammel Act was administered by the Treasury De- 
partment. If the assessment was unpaid, a levy was made upon the 
contractor. 

Renegotiation, in principle, by the persent method of application. 
commenced with the act of April 29, 1942, commonly called the first 
Renegotiation Act. 

Mr. Chairman, at the very outset let me say this: The dollars 
that are recovered by the process of renegotiation are relatively smal! 
compared to the dollars that would otherwise be needlessly expended 
through overpricing and excess profits, were it not for the Renegotia- 
tion Act. 

The Renegotiation Act is something like a vaccine; its value is not 
so much in the cases it cures as it is in the cases that it prevents from 
becoming infected. Renegotiation, therefore, induces voluntary price 
reduction, to avoid statutory renegotiation. 

During the period 1942 through 1946, 4 years, in the operation of 
the first Renegotiation Act, the gross value of contracts renegotiated 
was $190 billion total. Excess profits were determined to be $10.434 
billion, in 31,818 cases. 

Federal tax credits amounted to $7.304 billion. Therefore, Mr. 
Chairman, the net additional recovery of excessive profits over and 
above that collected as taxes was $3.130 billion. In a 4-year period 
there was almost $8 billion a year recovered as excess profits. 

The administrative cost of collection was $41,476,000. Nine and a 
half billion dollars, or 91.9 percent, was voluntarily repaid by the 
contractors through the Board. Only $895 million, or 8.6 percent, of 
the total assessment in dollars was taken to the Tax Court. 

The first Renegotiation Act expired on December 31, 1945. There- 
upon, the provisions of the Vinson-Trammel Act—which are still 
existing law—suspended during the period of statutory renegotiation 
and modified during the existence of the excess profits tax, became 
operative. Thus, the Vinson-Trammel Act and Excess Profits Tax 
Act were in effect from January 1, 1946 to June 30, 1948, when the 
Renegotiation Act of 1948 became law. 

With the passage of the Renegotiation Act of 1948, determination 
and assessment of excess profits was placed under the Secretary of 
Defense in what was known as the Military Renegotiation and 
Review Board. Up to that time it had been under the Treasury 
Department. 

At the outbreak of the Korean hostilities, the present Renegotiation 
Act of 1951 was passed. Amendments and extensions have followed. 
If it is not extended beyond June 30, 1959, or substitute legislation 
enacted, the Vinson-Trammel Act, as amended, will again become 
operative, but will only apply to shipbuilding and aircraft. 
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Let me emphasize that if we do not extend the Renegotiation Act 
of 1951, then the Vinson-Trammel Act will again become operative, 
but restricted in its application to shipbuilding and aircraft. This 
is, of course, a significant procurement field, but small compared to 
the tremendous new field of missiles and related items. 

The present act of 1951 differs from earlier acts with respect to 
exemptions, both mandatory and be eee and spells out the cri- 
teria upon which the judgment of the Board shall be formed when 
determining excess profits. 

In addition, the 1951 act created an independent board of five 
appointed by the President and confirmed by the Senate. There are 
some 326 employees distributed between Washington and in regional 
offices administering the act. 

Renegotiation is upon a fiscal year basis. Renegotiation now groups 
all renegotiable contracts of a contractor during a fiscal year, instead 
of treating each contract separately. 

In 1956 the present Board filed its first comprehensive report with 
the Congress; another was filed in 1957; and the latest on June 30, 
1958. 

The 1958 report shows that, under the 1951 act, $690 million in 
excess profit has been found by the Board, at a cost for collection of 2 
cents on the dollar recovered. 

The Renegotiation Act covers the operations of the Department of 
Defense, which is my primary concern because in this fiscal year it 
will involve purchases of supplies and services of approximately $24 
billion. Other departments related to the Department of Defense, 
such as the General Services Administration, and the Atomic Energy 
Commission, are also covered under this act. 

I think, Mr. Chairman, it may be fairly stated that the act is 
applied almost entirely to purchases related to national defense. 

he act is limited to negotiated contracts with the Government, in- 
volving $1 million or more. 

Now let me briefly refresh your minds as to how the act operates. 

Four months after the close of a fiscal or calendar year, the con- 
tractor files a statement of his renegotiable business, using his own 

ires. 
ae the 4-month filing date, the Board is permitted 1 year in 
which to indicate renegotiation, and a 2-year period thereafter within 
which to commence actual renegotiations. Once undertaken, rene- 
gotiation continues until a decision is reached. The results can be 
any one of the following : 

1. An agreement between the contractor and the Board. 

2. Failing to reach a mutual or bilateral agreement, a unilateral 
determination made by the Board. 

3. This unilateral determination may be appealed by the contractor 
to the Tax Court for a trial and review de novo. The criteria for 
determination of excess profits, however, is always to be followed. 
Briefly, they are as follows, and this is the yardstick that governs 
the Board : 

(1) Reasonableness of costs and profits with regard to volume of 
, normal earnings, and comparison of war and peacetime 

roducts ; 

' (2) The net worth as related to amount and source of public and 
private capital employed ; 
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3) Risk assumed, including the risk incident to reasonable pricing 
policies ; 

(4) Contribution to defense, including inventive and developmental 
contribution and cooperation with the Government in supplying tech- 
nical assistance ; 

(5) Character of business, such as source and nature of materials 
and complexity as to technique subcontracting and rate of turnover: 

(6) Consideration of the public interest in fair and equitable deal- 
ing with the contractor. 

Mr. Chairman, in addition, there is the broad statutory require- 
ment that recognition be given to the efficiency of the contractor with 
particular regard to quantity and quality, cost reduction, and eco- 
nomical use of materials os manufacturing facilities. 

Under the Board’s regulations, the contractor is provided with a 
summary of the facts and reasons for its determination, but not the 
detail of dollar valuations. 

The Board has published regulations which spell out its procedures 
and policies. 

I think it important to note that on review de novo, the Tax Court 
can either diminish or increase the amount of excess profits. 

Now, Mr. Chairman and members of the committee, I come to 
what I consider to be very important. It goes with the American 
tradition that reviews by an impartial body are in order. This re- 
view is made by the Tax Court. 

I think it serves no useful purpose to put upon that procedure 
another judicial review on a question of fact, as is proposed in the 
bill now before the committee. 

I suggest that a review in regional offices and a final determina- 
tion by the Board whose qualifications are attested by the President 
and confirmed by the Senate, with a review by the 16 judges 
of the Tax Court of the United States, likewise appointed by the 
President and confirmed by the Senate, is all the review which is 
necessary or useful in determining whether a correct judgment has 
been formed. 

Two competent reviews by responsible tribunals are enough. Any 
more would encourage delay and create financial uncertainty. 

I also point out to you that this act is intimately related to the 
application of the internal revenue laws, Therefore, the Tax Court 
with their broad tax experience is the best qualified to review and 
the best-informed source on the conduct of business. That court, it 
seems to me, should end the controversy. 

But there is another matter masta in the pending bill’ which 
gives me further cause for concern. I refer to the fact that it is 
now proposed that the Board be required to state with precision 
the weight given to the statutory factors so a contractor can, be 
informed. 

Mr. Chairman, this is somewhat like requiring a jury to put in 
writing why they decided on a guilty or not-guilty verdict. Judg- 
ment must at best be dependent upon innumerable factors, not the 
least of which may be comparisons, impressions of sincerity, history 
of past dealings, full disclosure of all pertinent facts, half-truths, and 
general demeanor. 

Add to this the fact that contractors are not organized alike. Each 
does not have the same proportion of invested capital to total business. 
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Net worth and the practice of accumulating are not the same with 
every contractor. The amount of Government investment is not the 
same. The proportion of Government business to private business 
is not the same. 

Nevertheless, it is the sum of all these factors, allowance being made 
for corporate differences, that is weighed as a matter of judgment, in 
good conscience, by the Board to form a judgment of the whole and 
not the sum of the parts. That is renegotiation. It is not precision; 
it is judgment. 

Now, Mr. Chairman, there is another point that I would like to dis- 
cuss with the committee involving the Government’s capital invest- 
ment. This is a point that may be overlooked in considering the 
tremendous sums involved in Government contracts. 

What happens, I ask you, to the Government’s capital investment 
without renegotiation ¢ 

We have an a billion dollars of Government money tied up in 
the airframe industry alone against a private capital investment of 
about $250 million. To be accurate, there are 14 large airframe cor- 

orations in this country. We have out of the Treasury of the United 
States invested $850 million in these plants, and the capital invested 
is $250 million. 

What happens to our part if you do not have renegotiation ? 

These firms are the principal contractors in the missile field. Seven 
of them are principal appellants in the Tax Court at this time on 
renegotiation cases. 

Who but a Renegotiation Board can give effect to the total im- 
pact of Government capital and private investment in the profits 
paid such contractors ¢ 

This is one of the factors which the 1951 act requires be taken into 
account. And renegotiation is the only means by which it can be 
taken into account. 

The Government made this investment because there was too much 
risk to induce private investment, we are told. But renegotiation is 
the only forum that will finally and effectually assure that the Gov- 
ernment gets a return on this capital investment. I shall demonstrate 
that matter to you most graphically in a few moments. 

The Department. of Defense, in testimony, has indicated that, 
through fiseal 1957, 40 percent of all Defense Department contracting 
was 1 price-redeterminable or incentive-type contracts. This 
amount comprised 40 percent of total expenditures, or roughly $57.5 
billion, in gross value of these types of contracts. 

Applying the same yardstick to fiscal year 1958, the gross value of 
these types of contracts would be an additional $9.5 billion through 
June 30, 1958. 

Now let’s see, Mr. Chairman, who some of these companies are who 
have these incentive-type contracts. Let me tell you how much their 
total sales were, how much of their property was furnished by the 
Government, how much their own invested capital is, what their 
percent of profit was on capital investment, and what their profit was 
on sales. 

Mr. Chairman, on page 11 you will see the chart. I won’t go all 
over it, but I will briefly refer to it and point out the first one. 

This is for the year 1952, and these are the people now, these seven 
corporations, appealing to the Tax Court. Take the first. one, the 
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Boeing Airplane Co., and I may say, Mr. Chairman, that all of this 
information on these charts is from their own books furnished to the 
Armed Services Committee in 1956 and 1957. These are their figures 
I am quoting. ; 
Boeing Airplane Co. had 99% 5 reent Government business. 
Their total sales in 1952 were $731,687,874. They had Government- 
furnished property of $84,373,687. The invested capital of Boeing 
Airplane Co. was $35,203,414. The profit made by Boeing Airplane 
Co. in 1952 on their $35,203,414 invested was 120 percent. The profit 
made during that year was $42,462,109, 
: There is the table, and I wil) put in another table I have submitted 
in far more detail, and [ ask that it be considered by the committee. 
(The table referred to follows :) 


Percent) Govern- Percent Profit 
Year \Govern- Firm Total sales | ment | Invested | profit | before 
ment furnished capital on taxes 
sales | property capital 
1952_- 99.6 | Boeing Airplane Co-_-------_} $732, 687, 874 |$84, 373, 687 |$35, 203, 414 120.6 | $42, 462, 109 
1953_- __ 913, 045, 946 |101, 177, 466 | 35, 203, 414 152.3 53, 618, 173 
90.8 1, 022, 676, 265 }133, 850,719 | 60,000,000 | 110.4 | 66, 226, 023 
1953__| 88.0 | Douglas Aircraft 769, 847,847 | 77, 388, 30,128,737 } 148.2) 44,651,175 
1954._/ 82.6 |____- 754,390,991 {127,221,178 { 31,559,935 { 133.9 { 42, 
1953..| 99.3 Fairchild Engine & Air- | 170,135,266 | 26,280, 2,310,207} 214.0) 14,045, 761 
1953- - 99.4 ene So “Aircraft & Eng. 240, 857, 669 | 24,638,000 | 10,000,000 240.1 24, 013, 510 
orp. 
1953..} 93.9 | Lockheed Aircraft.__.....--- 820, 467,000 | 83,865,000 | 22,684,710 | 238.7 | 54, 150,822 
1953. - 98.3 | Glenn L. Martin..----------- 208, 006, 538 | 33, 504,707 | 18, 883, 222 79.9 15, 094, 756 
1954.-| 99.6 270, 729, 973 | 38, 466,611 | 26,073, 351 80.7 21,052, 315 
1953..; 99.2 North American Aviation, | 634, 688,156 | 87,900,000 | 6,544,971 | 612.0 40,073, 361 
645, 821,018 | 92,173,000} 6,544,971 | 802.0 | 52, 479,736 


Mr. Vinson. Mr. Chairman, during fiscal year 1958, there were 
determinations of excessive profits in 254 cases, 202 of which were 
voluntarily settled with the Board and refunds made. Only 52 failed 
to reach agreement with the Board. 

I have prepared a table which shows, in a breakdown, something 
about the principal appellants. I hope you will carefully examine 
that table. You will quickly observe that seven of our principal air- 
frame and missile contractors account for $72,167,000 of excess profits 
determinations appealed to the Tax Court. That leaves only a little 
over $10 million for the remaining 43 contractors. 

This, in my opinion, Mr. Chairman, pretty well points up who 
would escape if renegotiation fails or is made ineffective by watered- 
down amendments. 

Boeing Aircraft Co. appealed an assessment of excess profits of 
$9,800,000 for the year 1952, shown on my chart. Testimony has con- 
cluded before the Tax Court at Seattle that the Department of Justice, 
on its own proof, increased the Government claim by $20 million. 

Boeing has defense contracts today of over $2 billion: Get this in 
mind and this-same thing applies to everyone. 

I do not deprecate the excellence of the weapons which they produce. 
is with excessive profits. 

he Boeing Aircraft Co. case has been appealed and argued before 
the Tax Court. In this case, the Board assessed, as I have said, 
$9,800,000, which was increased at the close of Government testimony, 
at the request of the Department of Justice, to $20 million. Bear that 
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in mind. The Board determined that they made excess profits of 
$9,800,000, but when the case was heard by the Tax Court, the Depart- 
ment of Justice asked for a judgment of $20 million. 

The private capital investment in the stock of that company was 
$35 million. The company reported earnings for 1952 in its appeal 
of $42,462,000. That was a return of 120 percent on its invested 


capital. Now listen to this: 


But when the Government examined the books of the company, the 
Federal Bureau of Investigation auditors reported that they showed 


a profit of $56,734,000, or 161 percent on its investment. 

In addition to that, the company has had, during 1952, $16.5 million 
allowed out of earnings for amortization. 

We would be derelict in our duty if, for 1 minute, the Renegotiation 
Act were not operating on our statute books. 

I have pointed out the situation of only one of these seven appel- 


Jants. But you will find very little difference between them as you 
look down the lines of the chart. 


These are the holders of incentive contracts, who would have them 
specially protected in the Department of Defense bill. And this, in 


the face of information from the FBI that one company, Boeing, had 
a profit of $56 million against a reported profit of $42 million. 


Mr. Chairman, how would we dare face the public if we failed to 
have in full force and effect a permanent renegotiation act as clear 
and as explicit as the Renegotiation Act of 1951. 

Here is a chart that I made reference to, on page I will not 
read it, but you will see what the Board had. The Board determined 
excess profits of Boeing in the amount of $26,799,828. 

For Douglas it was $8,758,630; Lockheed, $4,254,978; Martin, 
$3,162,759; North American, $17,682,616; Temco, $4,844,000; and 
Grumman, $6,665,000. 

_ That totals up to $72,167,849 out of the $81,800,000 that is on appeal 
in the Tax Court. 

(Table referred to follows :) 


TaBLe I.—Ezvamination of appeals pending in Tax Court from decisions of Re- 
negotiation Board under Renegotiation Act of 1951 


46 contractor-appellants have 57 cases pending dollar value of 
Breakdown of cases of 46 appellants: 
(a) 7 airframe and missile manufacturers in 13 cases ac- 
count for $72,167,811 of assessments pending on appeal 


as follows: 

72, 167, 849 

(>) 1 mangfactarer has on appeal. 2, 456, 752 


(c) 38 manufacturers in the remaining 42 cases have appeals, 


the highest being $700,000 and the lowest being $14,000, 


Mr. Vinson. Mr. Chairman, the Special Investigations Subcom- 
mittee of the House Armed Services Committee in the last Congress 


40698—59——13 
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inquired into what seemed to be an exorbitant profit on 500 F-84F 
planes manufactured by General Motors Corp. The net result of 
the inquiry was a repayment, this January, of nearly $10 million of 
excessive profits. 

The subject of renegotiation came up during that hearing. Mr. 
John F. Gordon, then a vice president and now the president of 
General Motors Corp., called attention to the salutary effect of statu- 
tory renegotiation. I am quoting from the testimony we had and it 
is all in these volumes here. 

Here is what he said: 

* * * T have had considerable actual personal contact with the Renegotiation 
Board relative to General Motors Corp. profit and participation in defense 
woe I know that, based on my experience of Renegotiation Board proceed- 
ings there have been sizable sums returned to the Government on renegotiation 
on each year’s business on defense items. 

* * * And it has been our experience consistently that our dealings with 
the Renegotiation Board have been on a very high level, but we have con- 
sistently come out of the Renegotiation Board meetings by making a definite 
allowance for return of funds to the Government on the entire corporation 
business. 

* * * But each individual contract is considered, discussed, evaluated, and 
all the performance data is submitted on an individual contract basis. ’ 


Let me offer you the further comment of the president of General 
Motors Corp. on the profits of 12 leading airframe manufacturers, 7 of 
whom have appeals pending in the Tax Court, whose business was 
under inquiry by the subcommittee. I quote Mr. Gordon, page 2724 
of the record : 

As you know, another measure of profit, and most significant in this instance, 
is percent return on the manufacturers’ own assets employed in the business. 

You will be interested to know that in this same period, 1952-55, the annual 
rate of return on the General Motors assets employed in the F—84F contract was 
approximately one-half the annual rate earned by 12 leading aircraft manu- 
facturers, based upon published annual reports of these companies. 

The lower rate of return reflects this as well as the fact that our F—84F pro- 
duction was financed with our own funds, without advances or progress pay- 
ments from the Government. In contrast, many of the other companies have 
received large advances or progress payments from the Government. 

And General Motors repaid without contest almost $10 million 
on this same contract. 

Now let me emphasize, Mr. Chairman, the fact that the General Mo- 
tors Corp. testified before the Special Investigations Subcommittee of 
the House Armed Services Committee in the 85th Congress that in the 
period, 1952—55, the annual rate of return on the General Motors as- 
sets, their own assets, employed in the F-—84F contract was approxi- 
mately one half the annual rate earned by 12 leading airframe 
manufacturers, and that General Motors’ profits were based upon their 
own capital investment. 

And even though General Motors’ return was one-half the annual 
rate earned by the 12 leading airframe manufacturers, they neverthe- 
less repaid without contest $10 million on this same contract. It, Mr. 
Chairman, is a point well worth remembering. 

Now Mr. Chairman, I would like to discuss with the committee my 
recommendations concerning the bill submitted by the Department. 

1. Mr. Chairman, I propose that section 1 of the bill be amended to 
reenact the Renegotiation Act of 1951 as permanent law without an 
expiration date. 
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2, L oppose section 2 of the bill. 

Let’s discuss section 2 first and I will come back to the permanancy 
of the statute. 

Section 2(a) purports to set up an additional factor pointed specific- 
ally at incentive-type contracts which would require special considera- 
tion of these contracts. I have already discussed with you the chart 
that shows the profits made by seven of the airframe companies who 
have incentive-type contracts and who today are appellants in the Tax 
Court following decisions made by the Renegotiation Board. 

Now, these same companies obviously would benefit in the future 
from the language contained in this proposed section. _ 

But aside from these companies who can be identified today, and 
others not now identifiable, this language would put incentive contracts 
in a different status from other contracts as a source of excessive profits. 
Special recognition suggests special exemptions. This I oppose. 

Under the present law, act of 1951, the Board is required to consider 
cost reductions and the efficiency of the contractor. 

That. being the case, either this section is a devious provision to give 
a special exemption or it is redundant and unnecessary, since the same 
consideration of cost reductions and contractor effort are considered 
under existing law. 

Section 2(a), when joined with section 2(b), is difficult and dan- 
verous. 

Section 2(b) would require the Board to spell out, in dollars, the 
weight given to the several statutory factors. 

First of all, such a procedure is foreign to the nature of either nego- 
tiation or renegotiation. 

Next, the present act now requires recognition of quality and quan- 
tity of product cost reductions and economic use of materials, and, 
broadly, a consideration of “fair and equitable dealing with the con- 
tractor.” 

This proposal would require the Board to break down these factors 
between incentive and other types of contracts. 

If section 2 (a) and (b) are adopted, it will do violence to the whole 
concept of negotiation and renegotiation. It will require splitting of 
hairs in a matter of total judgment. Further haggling appeals will 
ensue over the weight and emphasis attributable to any single factor 
or combination of factors. This spells confusion and litigation. 

This act of 1951 condemns excessive profits under whatever guise and 
however derived. 

I condemn excessive profits. I think the country will not tolerate 
Government contractors receiving them under any pretext. 

Profits which exceed a fair and reasonable earning ought not be 
tolerated. A fair and reasonable profit ought to be enough for any 
decent American. That is what the country wants; that is what the 
Congress ought to support. 

I believe that the Board is doing just what the act contemplates 
and the country demands. 

Section 2 of the bill has no place in any legislation. 

Section 3 of the proposed legislation provides that any decision of 
the Tax Court of the United States rendered after December 31, 
1958, could be appealed for review by the U.S. circuit court of 
appeals. I am opposed to allowing an appeal to the U.S. court of 
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appeals beyond that which is now contained in section 108(a) of 

e act, and that is on a question of law and not on a question of fact. 

Bear in mind the Board renders judgment on questions of facts 
and they have the right today under the law to appeal to the court 
on a question of law. 

This proposal would have the circuit court of appeals intervene 
de novo in a manner and on a subject for which that court is at 
present unequipped. It would delay decisions indefinitely, for it 
would impose an entirely new and complicated burden upon this 
court. 

When a law directs the exercise of judgment, a review of that 
judgment by another competent forum, a trial de novo before the U.S. 
Tax Court answers all the requirements. 

Excessive recovery of profits ought not to be accomplished by 
requiring the Government to win the cup three times, before obtain- 
ing permanent possession. The formation of a competent judgment 
once reviewed by competent authority should be final and conclusive. 

T have not heard a duslinngis to the competence of the Renegotiation 
Board. Nor have I heard such a criticism leveled at the Tax Court. 

When the Board has made its determination on the question of 
the fact of excessive profits, and that decision has been formally re- 
viewed by the judges of the Tax Court de novo, I believe anyone 
would be satisfied that there has been substantial evidence to sus- 
tain the facts found. I am afraid the circuit court could do little 
more thereafter than frustrate the whole proceedings. 

Now let me briefly discuss the extension provision of the bill. 

The 1951 act has been extended four times in 8 years. This is an 
unfortunate commentary on legislation which, in my opinion, has 
come to be an essential part of government purchasing. 

In the same period, negotiated contracting has risen to 92 percent 
of the total volume both in dollars and in numbers of contracts. 
Since 1951, $67 billion worth of contracts have been negotiated. 

Department of Defense procurement secretaries have consistently 
asserted that renegotiation is an essential tool in negotiated contract- 
ing. I could not agree with anything more heartily. 

ut what is suggested now ? 

The Department of Defense presents a bill which would extend 
the 1951 act for 2 years. It does so upon the grounds that the prin- 
ciple of renegotiation is essential to the conduct of its business. 

ow, Mr. Tackenion, if it is good for 2 years, I cannot understand 

a Secretary of Defense who says that negotiated contracting will 

“continue at or somewhat near their present high rate for the fore- 

seeable future,” and in the next breath would limit renegotiation to 2 
ears. 

If the Secretary would assure me that we were going to have com- 
petitive bidding instead of negotiating about $914 billion a year in the 
foreseeable future, I could then see some reason for proposing the 2- 
year limitation. But if for the foreseeable future we are going to have 
the same $914 billion of negotiated contracting each year, why would 
anyone propose a 2-year termination date on renegotiation ? 

When the time comes, if ever, that we can get back to conventional 
Government contracting, then this act can be repealed. But on the fu- 
ture projected for us by the Secretary of Defense, there is no reason 
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or excuse for introducing additional uncertainty into the economics 
of Government contracting, by having renegotiation limited to the 
next 2 years. 

The question should be settled, not every so often or for 1 or 2 years, 
but finally, so long as over 92 percent of our contracting will be done 
by negotiation. 

The law, Mr. Chairman and members of the committee, should be 
made permanent. ; 

Mr. Chairman, I have a very plain philosophy. I do not believe in 
excessive profits. I do not believe a profit ceases to be an excessive 
profit merely because it is called an incentive profit from an incentive 
contract. 

And while I am on that subject, might I just say that I know of no 
contract entered into by private enterprise that could not be considered 
an incentive contract. This is what free enterprise involves, an in- 
centive for making a profit. 

If we are going to talk about an incentive contract and exempt in- 
centive contracts, then we might just as well repeal the Renegotiation 
Act and extend an open invitation to excess profits. 

The Renegotiation Act deals with excessive profits, however derived. 

The act recognizes cost reduction and contractor efficiency. Those, 
to my mind, are the justifications for incentive payments. But I can- 
not support any law which will directly or indirectly permit excessive 
and unconscionable profits for any purpose. 

If you pass the provisions of section 2 in the bill proposed by the 
Department of Defense, you will be attempting to exempt by a change 
in language, by a different name, excessive profits. You may change 
the name, but you will not eliminate the appearance. You may change 
the dress, but it will be the same old villain. 

My conscience will not permit me, by any device or change in name, 
to pay excessive profits out of the Treasury. 

That is what renegotiation prevents. It may hurt, but it only hurts 
those who take excessive profits from Government business. 

So, therefore, Mr. Chairman, I sincerely hope that this committee 
will see fit to recommend legislation to the House that will make the 
Renegotiation Act of 1951 permanent law, instead of a simple 2-year 
extension. And I also trust that this committee will disapprove any 
language that will permit exemptions to be made for incentive con- 
tracts, for the reasons that I have set forth in my statement. 

And I further hope that this committee will not permit an appeal 
to be made to the court of appeals on questions of fact. 

In other words, Mr. Chairman, let the Renegotiation Act of 1951 
stay just as it is, but make it permanent law. That is all the President 
requested in the President’s message. 

The Department of Defense bill does not accord with the President’s 
message to the Con when, on January 19, 1959, he presented what 
he claimed to be a balanced budget. The record of that message on 
January 19, 1959, you will find on page 771 of the Congressional 
Record, and this is what the President said: 


To permit further timely improvement in the structure of the executive 
branch of the Government, I recommend that the Congress extend the Rene- 
gotiation Act of 1949, as amended. 
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That is in the budget message of the President. 

The President’s statement is a flat statement. It was part of what 
he said he considered one of his most important recommendations to 
the Congress. If he wanted it watered down, I think he would have 
said so. Watering down by amendments is a favorite mode of debt 
for principle. Extensive litigation is a sure method of frustrating 
principle. 

Now, Mr. Chairman, let me summarize why I am here today. 

For 25 of the 45 years that I have been a Member of Congress, | 
have concerned myself with the problem of excess profits insofar as 
they pertain to defense contracts. I think the record speaks for itself. 

The Vinson-Trammel Act became law on March 27, 1954. It is 
the law today, suspended only during the operation of the Renegotia- 
tion Act of 1951. The purpose of the Vinson-Trammel Act, and the 
purpose of the Renegotiation Act of 1951, is to prevent unconscionable 
profits in defense contracts. 

Now, we are concerned here primarily with negotiated contracts. 
These are the types of contracts where the contractor, for practical 
purposes, has the government over a barrel. Usually a limited num- 
ber of contractors can fulfill the requirements of the contract. Be- 
cause of the newness of the techniques involved, it is often impossible 
to take competitive bids. 

As a result, the Department of Defense enters into negotiated con- 
tracts where, without a Renegotiation Act, the sky would be the limit 
so far as profits are concerned. 

Now, I am not going to discuss any further the details of the new 
bill and its effect upon existing law. All I am going to say is this: 
The present Renegotiation Act is well understood by the Renegotia- 
tion Board, the private contractors involved, and the Tax Court who 
reviews some of the decisions of the Renegotiation Board. 

The only purpose that anyone can advance for changing the law 
in any respect is to give the private contractor an even greater por- 
tion of the profits than he now gets under present law. 

For practical purposes, none of the proposed amendments to the 
existing law are for the benefit of the Government. They are only 
for the benefit of the private contractor. 

If these contractors were being hurt, if these contractors were los- 
ing money, if these contractors were unable to deliver the finished 
goods, if national security was being jeopardized, if there was an 
equity on the side of the contractors in any of these proposed amend- 
ments, then I would not oppose these amendments. 

But, Mr. Chairman, I say now, and I will say again and again, that 
the present law has worked successfully and it has prevented uncon- 
scionable profits. It has protected the Government and the American 
taxpayers. Its very existence has been worth billions of dollars to 
the American taxpayers. 

Any change that is made to the existing law can only bring about 
additional exclusions or can only create confusion which will be to 
the benefit of those who demand even greater profits. 

To this I am opposed, and to this I shall remain opposed so long 
as I remain a Member of Congress. 

As far as I am concerned, Mr. Chairman, the proper thing for this 
honorable committee to do is to extend the Renegotiation Act not 
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for a 2-year period, but for an indefinite period. That is the only 
change that the present law requires. 

Let’s tell the American people and the contractors of this country 
that we expect private industry to make a profit, but that that profit 
must be reasonable and not at the expense of the taxpayers who have 
no protection other than the existing law. 

Any amendments to this law providing for a review of the facts by 
the cireuit court of appeals, or creating a new class of exclusions, or 
setting up new criteria for the Board, or making any other changes 
to existing law, can have only one result: higher profits in defense 
contracts and higher defense costs, all at the expense of the taxpayers. 

Mr. Chairman, I want to thank the committee for permitting me to 
make a prepared statement, and I want to make a few comments and 
put in the record a letter from the Comptroller General. 

Here is a letter, Mr. Chairman, addressed to the honorable chairman 
of this committee on April 20. Has this been put in the record? 

The Cuarrman. Not yet. 

Mr. Vinson. I invite your attention to this letter from the Comp- 
troller General of the United States. I will not read it all, but I will 
read a portion of it and put it in the record. 

Listen to this: 


Subsection (e) (2) (B) would not treat as excessive— 
anew word now— 


the windfall profits from unsupported or improperly calculated cost estimates 
and consequently overstatement of target profits. It is suggested that Congress 
might wish to make some provision to recoup the excessive profits obtained in this 
manner. 


I think it is highly important and this entire letter should be read 
by every member of the committee. 

( Letter referred to follows :) 

WaAsHInetTon, D.C., April 21, 1959. 
Hon. D. MILLs, 
Chairman, Committee Ways and Means, House of Representatives. 

DEAR Mr. Cn arRMAN: Your letter of March 23, 1959, acknowledged March 26, 
requested our comments on H.R. 5123, 86th Congress, 1st session, being a bill to 
extend the Renegotiation Act of 1951 for 2 years, to provide additional factors 
to be considered in determining excessive profits, to permit appeals from decisions 
of the Tax Court in renegotiation cases, to provide for reports to Congress, and 
for other purposes. 

The primary purpose of the bill is to extend the Government’s renegotiation 
authority for 2 years and it is our opinion that the proposed extension is desirable 
to protect the Government against the payment of excessive prices for supplies 
and services necessary for the national defense program. 

Section 2 of the bill sets out in detail the various factors to be taken into 
account in determining excessive profits and indicates an intention to place 
renegotiation in its proper perspective whereby windfall profits are recouped and 
the integrity of contracts fairly negotiated with the Government is preserved. 
We believe that, with one exception, this section provides generally an adequate 
basis to accomplish this objective. Subsection (e)(2)(B) would not treat as 
excessive the windfall profits from unsupported or improperly calculated cost 
estimates and consequent overstatement of target profits. It is suggested that 
the Congress might wish to make some provision to recoup the excessive profits 
obtained in this manner. 

We recommend favorable consideration of H.R. 5123. 

Sincerely yours, 


JOSEPH CAMPBELL, 
Comptroller General of the United States. 
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Mr. Vinson. Now, Mr. Chairman, I want. to make this observation 
in regard to the King bill introduced by our distinguished colleague 
from California. 

I read last night the testimony by the Department of Defense General 
Counsel and the comments by the Board on the effect of the King bill. 
I want to say that I find myself in complete accord with their criticism 
of the King bill and the indictment they make against it. 

I find myself in agreement with the objections presented by the 
Chairman of the Renegotiation Board and the General Counsel of 
the Department of Defense in the main provision, the purpose of 
the so-called King bill. 

I can sum up my objection in a single sentence. 

This bill guarantees 10 to 12 percent on costs incurred under 
incentive contracts. That makes, for all practical purposes, stripped 
of all of its verbiage and all of its foam, a cost-plus contract. 

The law forbids such a contract under section 2306. 

When you strip the King bill of all of its verbiage, the sum and 
substance of it is that it makes these contracts cost-plus contracts, 
which is prohibited by statute. 

Now there is another thing I want to say and then I will be 
through. You heard the Chairman of the Board yesterday acquiesce 
in the provisions to appeal to the circuit court of appeals, but if you 
read his testimony you will see he was not very strong for it. I know 
what kind of position he is in. 

I also note on page 29 of his supplementary statement he reminded 
the committee that last year he opposed the appeal provision and that 
the Board saw no reason for the change, but, however, he says today, 
as a result of further consultation with the Department of Defense 
and the Department of Justice: 

We understand that the proposed appeal procedure would not impose any 
severe burdens upon the Government and would probably not delay unduly 
the final completion of the litigated cases. 

I cannot, Mr. Chairman, reach any other.conclusion but that the 
Chairman of the Board is of the same mind that he was in the 
first instance. Of course I would not expect the Department of 
Justice to state that it was unable to handle cases presented to them. 
It is not a question of burden when the Department of Justice is 
involved ; it is a question of making renegotiation work. 

Now, Mr. Chairman, I want to call your attention to this: If 
the appeal to the circuit court is on a question of fact, and that is 
all it can be on because the law today permits it on a question of 
law, the rule of the circuit court of appeals is that a finding of facts 
made by the Tax Court will not be disturbed if there is sufficient 
evidence to sustain it, even though the circuit court might, if it 
tried the matter de novo, have reached a different finding of fact. 
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So what can be accomplished by appealing a question of fact to 
the circuit court when the circuit court says: 


We will not disturb it if there is substantial evidence to sustain it— 


even though the circuit court might, if it tried the matter de novo, 
have reached a different finding. 

In other words, it would be a delay and an uncertainty as to when 
these matters will be wound up. 

Mr. Chairman, I want to thank the committee, and if there are 
any questions, I will do my best to either answer them or admit my 
ignorance. 

Thank you. 

(Chart follows :) 
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The Cuairman. Mr, Vinson, let me thank you, sir, again for taking 
time from a very, very busy schedule to come to the committee to dis- 
cuss this problem with us. This committee is at all times interested 
in what our friend from Georgia has to say with respect to many 
things but particularly this subject because of the direct relationship 
that it has with matters in the jurisdiction of the gentleman’s com- 
mittee; namely, the procurement of the Department of Defense ma- 
terial. 

We appreciate very much the information you brought to our at- 
tention, based upon studies conducted by your committee. 

Without objection, the parts of your statement that you may have 
deleted or the parts that you referred to briefly, the tables and so 
forth, will be included in the record as a part of your statement. And 
without objection, the letter addressed to the chairman of this com- 
mittee by the Comptroller General, dated April 20, in reference to Mr. 
King’s bill, H.R. 5123, will be included in the record at the point at 
which the gentleman referred to it. 

Mr. King wants to be recognized, Mr. Vinson, to ask questions. 

Mr. Kine. Mr. Chairman, | certainly want to compliment the dis- 
tinguished gentleman from Georgia on your more or less fiery com- 
ments, not only with respect to my bill, but to every other proposal 
that has been introduced that deals with this subject. 

Mr. Vinson. I may say, Mr. King, this is a hot subject. It must 
not be treated in a cold and indifferent manner. It is one that should 
get the fire up of everyone when the chart shows that on a capital in- 
vestment of $35 million a company makes 120 percent on its capital 
investment. It is time to get some heat in this matter. 

Mr. King. You are in unusually good form this morning. 

Mr. Vinson. Yes, sir. I am going to be in good form all down the 
line on this. I have been living with it since 1934. 

Mr. Kine. For that reason I do not choose to engage you in ques- 
tioning this morning. 

Mr. Vinson. Thank you very much. 

Mr. Kine. Inasmuch as you have mentioned my bill and have also 
mentioned the Comptroller General, and you have read I believe some 
portions from his report to this committee, I am only going to read 
his concluding very short sentence. 

This, Mr. Chairman is from Mr. Joseph Campbell, Comptroller 
General of the United States, and he concludes his report by stating: 


We recommend favorable consideration of H.R. 5123— 


which has now become commonly known as the King bill. 
Mr. Vinson. All I have to say to that is that I do not find myself in 
accord with the conclusions of the Comptroller General. I think this: 
Nothing would be happier to the industry and produce greater en- 
joyment and more hilarious acclaim than to see Congress pass what is 
known as the King bill. It would be a new day of profit for these 
people to whom the Government has poured over $14 billion in tax- 
peers. money in their business. It will be a happy day for them, 
{r. King. You can be proud that it will be a happy day, if that is 
what you want. 
Mr. Kine. I merely want to conclude with this, Mr. Chairman: that 
I agree completely and wholeheartedly with the distinguished gentle- 
man from Georgia. I, too, am opposed to excessive profits, using the 
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word “excessive” in its generally accepted sense, a profit, as Mr. Vin- 
son has stated, unconscionable and beyond the realm of reasonableness. 
I, too, am wholeheartedly opposed to that sort of profitmaking. 

Mr. Vinson. May I read for the edification of the committee what 
the Comptroller said: 


Subsection (e) (2) (B) would not treat as “excessive”— 
that is from your bill— 


the windfall profits from unsupported or improperly calculated cost estimates 
and consequent overstatement of target profits. 

Now, for the first time in all these hearings the word “windfall” 
cone out of the mouth of the Comptroller General of the United 

tates. 

The CHarrman. Mr. Simpson will inquire, Mr. Vinson. 

Mr. Suweson. Mr. Chairman, I, too, am pleased, Mr. Vinson, that 
you are here. I have to say that I could not disagree with you much 
more than I do in many of the areas to which you have addressed 
your attention this morning. 

First, perhaps, with the proposal you advocate of permanency of 
this matter of renegotiation premised, as it is, upon the poor policies, 
which you term a Tack of proper initial pricing, which lead to con- 
sequences that you say must be renegotiated. 

Before you comment, I had hoped that you would add to your 
statement with respect to 1951 wherein you attribute excessive profits 
to a lack of proper initial pricing that in the years you have been 
working with the military, as you have been, and the Defense Estab- 
lishment, we would be getting some experts in there who would, to 
some degree, give us some hope of getting rid of this poor initial 
pricing. 

Mr. Vinson. I agree with you thoroughly. 

Let me tell you what I did. I detailed a clerk, a qualified clerk, to 
spend probably 6 months going down the list of the people who make 
the initial contract and conduct the negotiations. It is just not pos- 
sible for the Government to get as well-informed people as industr 
to sit across the table with industry, with people who know the busi- 
ness from the ground up, and for the Government to take some man 
who is honest and wants to do the best he knows how, but he just 
does not know all the ramifications, and expect him to match wits, 
and knowledge, and thoroughness with the industry. It is just out 
of the question. 

We have in Mr. Courtney’s office the names of every one of them 
who dealt with millions and millions of dollars sitting across the 
table. They all sit at a disadvantage with these industry people. 
Why? Because they do not have the knowledge. You just cannot 
get the knowledge. 

In other words, how could you or I sit down across the table and 
deal with these complicated matters? We just could not do it. We 
would try to do the best we know how. But we would be helpless. 

Mr. Stwpson. What you are in effect saying is that we have in- 
competent representatives who are dealing with the industry. Then 
you throw your hands up and say it is going to get even worse? 

Mr. Vinson. No, they are not incompetent. 

Mr. Smeson. Your statement indicated that. 
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Mr. Vinson. No, I did not intend to indicate that. They are not 
incompetent. They just do not have enough knowledge and they 
just do not have the background. 

Mr. Stmpson. Then you throw your hands sj eves say, “Let’s make 
the law permanent,” which is an invitation to become less competent. 

Mr. Vinson. You are not sound in your logic, if you will per- 
mit me. 

I am asking to make it permanent because 92 percent of all busi- 
ness in the Corterdinnaith today in the Department of Defense is 
negotiated contracts, and they point out that there is going to be that 
condition for the foreseeable future. 

Now, confronted with that situation, why should we every year or 
every 2 years come back in here and say we have to reenact the re- 
negotiation law? 

Mr. Suapson. You asked a question. 

The reason they should come back every year or 2 years is to tell us 
if they are making any progress toward becoming any more efficient. 
They should tell us if they are in fact recognizing that ours is a gov- 
ernment by which the money is taken from the citizens through taxes 
not through the arbitrary capriciousness on the part of any board. 
That factor of capriciousness, sir, can be and has been alleged and to 
my satisfaction perhaps proved or possibly not. Nevertheless, it is a 
situation which I am sure you do not want to see applied to every 
taxpayer. You want a limit where there has been improper or im- 
prudent initial pricing. 

Mr. Vinson. It is a million dollars under the law today. It has 
to be over a million-dollar contract. 

Mr. Simpson. The million dollar exemption does not apply to a 
contract but applies to receipts and accruals in a particular year. 
Nevertheless, it is in an area where renegotiation would not be neces- 
sary if we had what you are willing to admit is proper pricing. You 
have named the Boeing Aircraft Corp. and you paint a picture by 
which they get a large amount of Government business and they have 
a large amount of Government-furnished property, a greater amount 
of Government-furnished property than they have invested capital. 

Mr. Vinson. That is true of all of them. 

Mr. Stimpson. From that you draw a conclusion that the moneys 
which they earn have to be excessive because they are based in part 
on Government-furnished property. 

Why do these plants have Government-furnished property ? 

May I suggest an answer? 

It is that we have had renegotiation so long that private capital, 
which is the real basis for the development of this country—and you 
gave credit to the free enterprise system in the latter part of your 
speech, and you believe in private industry, cannot be accumulated. 
These airplane plants cannot go out and buy the equipment. They 
cannot get the capital. You have to tax the American citizens to buy 
this equipment and then give it to those plants. 

Now, I would like to come to the time when the Boeing Airplane 
Co. and all these others are able to operate in a competitive world 
with private capital, and I just fear if we do not do something to 
eliminate the Government having to step in and provide all the equip- 
re we are never going to reach a competitive posture in the aircraft 
industry. 
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Mr. Vinson. I think, Mr. Simpson, that it was a proper thing for 
the Government to make large contributions because you cannot ex- 
pect private capital to make this kind of investment when practically 
all of it is for weapons of war. 

You could not expect these big companies and you could not expect 
the stockholders, the public, to buy stock to get into an enterprise of 
ace character on account of the great uncertainty that lies in this 

eld. 

Suppose the Government would stop buying, what would become 
of the plants? You just cannot afford to do that. 

Therefore, it was right for the Government to do what they did. 
But the Government should get some return from the money they put 
in there. 

Mr. Srvpson. A little later on in your comments you quote from 
the General Motors situation ? 

Mr. Vinson. Yes. 

Mr. Sruapson. I will have to paraphrase the wording, but the gist 
of it was that General Motors takes a lesser earning, they provide 
money out of their own general funds for capital and do not expect 
Government to do it. You commend them for that, and I do, too. 

Of course, you appreciate that General Motors is providing that 
money out of the retained earnings from the sale of automobiles, 
refrigerators, and other things. 

Where is one of these companies that is devoting all its efforts to the 
building of airplanes, practically all their work for the government, 
going to get capital if it has no other source than the Government to 
provide the capital. 

They cannot go to the public to sell securities, their business is too 
hazardous. 

I think General Motors is the perfect answer of the way we would 
like to have it. It is the way the aircraft companies would be if we 
would let them on their own have some certainty that their earnings 
would not be capriciously or arbitrarily reduced so that capital would 
be inclined to invest in these companies. 

Mr. Vinson. May I say in regard to your first statement: Of course, 
T am aware of the fact that Mr. Dechert yesterday in response to a 
question asked by the Chairman of the committee, said that he was 
opposed to making it permanent. 

I think the reason why they asked for a 2-year extension makes it 
logical that it ought to be permanent. 

Now, when we took up the draft bill, first we had it for 4, then 5 
years, and then 4 years. If you are going to make it for a limited 
period of time at least make it long enough so that you can get operat- 
ing on it before it terminates. 

Mr. Suupson. I was far beyond that question you answered earlier. 
T can think of no surer way to make the aircraft industry continuously 
dependent upon Government and to provide a situation in which Gov- 
ernment has to take over the industry, than to deny them a profit. We 
deny them the opportunity to go out and sell securities in the market 
as a competitive business along with their competitors. 

You are holding over their head, if you have your wish, permanently 
a threat of renegotiation for all time in the future. — 
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I do not want to see this ep further socialized by having 
Government provide two-thirds or all of their plant equipment. 

I fear that consequence if we do not let the industry build up itself. 

Mr. Vinson. I do not think there is anything that has been done 
by the Government to warrant classifying 1t as being along socialistic 
lines. I think it was highly important and essential for the Govern- 
ment to pour billions and billions of dollars into this industry. 

You could not expect the public to do so. Therefore, the Govern- 
ment was right in doing it. 

If it becomes necessary in the future the Government must do it 
again. We must have the weapons that these companies produce. 
They produce weapons of the highest type and character, weapons 
that the defense of this Nation is dupenndatrt upon. 

I do not criticize the corporations for what they turn out. All Tam 
talking about is the excess profits they are making. I want them to 
make a profit, but I don’t want it to be an unconscionable profit. 

I don’t want it to be a windfall profit. I am going to use the word 
“windrall.” 

Mr. Srtmpson. I understand that. Of course, yesterday we had 
Government representatives from the Renegotiation Board and the 
Department of Defense recommending amendments to the law. 

Mr. Vinson. I know Mr. Dechert. I deal with him every day. 

Mr. Simpson. You disagree with him ? 

Mr. Vinson. Yes, sir; I disagree with every recommendation of the 
Department of Defense. 

Let me say, Mr. Chairman, if you want to do something that is con- 
structive and will be fair to the Government, and we live with this, 
here are our hearings, here is our report, all the figures in this chart 
aureinhere. Here is our recommendation. 

We started in 1956 to get all the information from these companies 
in response to a questionnaire that Mr. Courtney and I fixed up and 
sent out to them. If you want to do something that might be con- 
structive and the committee has made up its mind to change some- 
thing—sometimes we change a great many things just for the sake of 
change—now, you could do something constructive along this line. 

Here is the way: Four months after the close of the fiscal or calen- 
dar year the contractor files a statement of his renegotiated business 
using his own figures. 

After the 4 months filing date the Board is permitted 1 year in 
which to indicate renegotiation and a 2-year period thereafter within 
which to complete actual renegotiation. 

Now, I can see the contractor’s viewpoint. The uncertainty is 
hanging down here in the Tax Court. It is hanging in the Board. 
The contractor wants to know where he stands. 

The Government wants any money they have coming. The con- 
tractor wants his money if he has any coming to him after renegotia- 
tion. 

I think it would be constructive and beneficial if you would tighten 
up the time. I think it should be wound up in a less period of time 
than what it is today. 

I suggest to you if it addresses itself to worthwhile consideration, 
that you ask the chairman of the Board with reference to that. 
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That would be fair to the contractor. It would indicate where he 
stood. 

If the Government had anything coming to it the money would go 
into the Treasury. The uncertainty, the delay, is bound to annoy 
the contractor, because it causes him to worry and say, “I don’t know 
where I stand; I am down here with the Board, I am down here in 
the Tax Court.” Of course he is worried. 

I can see his viewpoint. We can do something and it- will not hurt 
the Government and it will help the contractor. 

Mr. Simpson. I am sure the committee will consider your recom- 
mendation. 

If I may refer further to the recommendation made by the Depart- 
ment of Defense, and particularly make reference to section 2, I 
understand you oppose that ? 

Mr. Vinson. Yes, sir. 

Mr. Srvpson. All that does is to validate what they do today; 
namely, recognize efficiency on the part of a contractor. You do not 
object ? 

Mr. Vinson. All right, then what is the need of putting it in the 
law now? 

You said they are doing the same thing today. That is exactly 
what I pointed out. I quoted the language. Then I said, for what 
purpose is it put in there ? 

Mr. Smrson. Yesterday I was told that they wanted it right, 
or words to that effect; they wanted to get statutory recognition of 
the factor. 

Now, do you object to that, sir? 

Mr. Vinson. That is the companies ? 

Mr. Sruwreson. If the company makes a contract by negotiation and 
by reason of its efficiency and determination of efficiency made by the 
Board, the question is whether you object to a contractor getting a 
reward in the shape of earnings as a result of that efficiency which 
he has procured. 

Mr. Vinson. I cannot see how you can say in one breath “I am 
opposed to excessive profits” and then by statute in the next breath 
say “we permit excessive profits under a certain state of facts.” 

Mr. Srvpson. Of course, the question is whether or not there is to 
be recognition given by the Renegotiation Board to the fact that a 
contractor has by reason of increased efficiency made substantial 
savings. 

_Mr. Vinson. I pointed that out that that is taken into considera- 
tion. 

Mr. Suweson. Do you object to that? 

Mr. Vinson. Here is exactly what I said with reference to it. I 
said that under the present law the Board is required to consider 
“cost reduction,” “efficiency of the contractor.” That being the case, 
either this section is a devious provision to give special exemption or 
it is redundant and unnecessary since the same consideration of cost 
reduction and contractors’ efforts is considered under existing law. 

Mr. Srurpson.. My question to you is, Would you approve of giving 
recognition to the factors to which I have referred ? 

Mr. Vinson. I approve of the law as it stands, which gives recog- 
nition all right. 
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Mr. Smrrson. Of course, you have not answered my question. My 
question is: 

Do you approve giving recognition as one of the factors on the part 
of the Renegotiation Board to the efficiency and savings as a result 
thereof made by the contractor? 

Mr. Vinson. I am in favor of it as now being done. 

Mr. Srmurson. Then, sir, if this section 2 is a restatement of the exist- 
ing practice, you do not disagree with that ? pild : 

{r. Vinson. No, it goes further with that. It recognizes incentive 
contracts. The whole design and purpose of it is incentive contracts. 

Mr. Srmpson. Of course, I do not want to belabor the word, but 
what we are talking about is incentive contracts all the way through 
here. We are talking of the factor that after the contract is made, 
there are savings through efficiencies by the contractor. 

Mr. Vinson. I think under the law today cost reduction, efficiency of 
the contractor, and contractor’s efforts are being considered by the 
board, they should be considered by the board, and that is one of the 
criterias that I read that must be taken into consideration. 

Mr. Stmpson. That is very fine and a very proper answer. 

As I interpret it that means that section 2 may remain in the bill 
without accomplishing anything other than what we are doing today 
by law. 

Thank you, Mr. Chairman. 

The Cuarrman. Are there any further questions? 

Mr. Curtis will inquire. 

Mr. Curtis. Mr. Vinson, one thing I believe that we all agree on 
and I would like to lay to rest if we can, we all agree that excessive 
profits are not proper and are not good. 

Mr. Vinson. You mean however derived ? 

Mr. Curtis. However derived. The issue is, what is excessive profit 
and how do we best go about eliminating it? 

Now, I wonder if we can agree on one other thing, that the best way 
to eliminate excessive profits is through real competition; is that not 
the best way ? 

Mr. Vinson. Unfortunately, we don’t have any competition, sir. 

Mr. Curtis. I am saying if we can have it. 

Mr. Vinson. Well, you can’t have it. 

Mr. Curtis. Well, we do have it in this country to a large degree 
and we do have it in some government contracts. 

Mr. Vinson. You have only about 8 percent of Department of 
Defense business with competition and the balance of it is nego- 
tiated contracts. 

am Curtis. Exactly. That is one of the things I was going to ask 
about. 

I was shocked with this figure of 92 percent negotiated contracts. 
I am satisfied in that area itself a great deal could be done. You might 
have more advertised bids. 

Mr. Vinson. Get this in your mind, Mr. Curtis: You just can’t 
have competitive bidding on all of these complicated types of weapons 
now being devised. 

Mr. Curtis. I do not say that. You said that there are 92 percent 
negotiated, only 8 percent advertised. So I am not talking about all; 
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I am saying the ratio seems to me to be way out of line and we could 
have a great deal more advertised today. 

Mr. Vinson. Now, we drafted the Procurement Act. We are study- 
ing it now to see if we cannot eliminate as far as possible without 
doing hurt to the Department of Defense certain broad fields of 
negotiated contracts. 

r. Curtis. I heard Admiral Rickover make some statements in 
regard to the procurement practice followed in building the atomic 
submarine. He pointed out that there were no Government funds 
involved in that, or leased facilities—possibly there might have been 
eee that a great bulk of that was done through advertised 

idding. 

Gerteiinby if it can be done in that area, if that is a true premise, 
we can do it in a great many more areas. 

Mr. Vinson. As you will see from that chart, all the appellants 
in court today are airplane manufacturers. 

Mr. Cortts. I will get to renegotiations in a moment. I want to 
first establish whether or not we agree that the real way to keep 
excessive profits down is through real competition and real compe- 
tition can be had wherever we can have advertised bidding. 

Therefore, one area we ougth to go to. 

Now, I come to the renegotiation factor. In regard to your testi- 
mony you have presumed that the present renegotiation act eliminates 
advertising bids, which it does not per se, I think on your thesis you 
would then agree that we should amend the Renegotiation Act to 
eliminate advertised bids, do you not? 

Mr. Vinson. You say we amend the Renegotiations Act to exclude 
most of the negotiation? Most of the negotiation is primarily ne- 
gotiated contracts. 

Strictly speaking, they would have the right to consider a bid 
contract, but it rarely ever happens. 

Mr. Curtis. Then you would agree that we would be wise in elimi- 
nating those, “a se, so that we get out of that area, so that we are 
sure we are talking about what area there might be. That is not sub- 
ject to competition. Would you go along with that? 

Mr. Vryson. Now, of course, 96 percent of all contracts made by 
the Department of Defense in regard to construction are competitive 
bid contracts. 

Mr. Curtis. Which is it? Ninety-two percent or ninety-six? 

Mr. Vinson. That is construction. That is building. They are 
now exempt. 

The whole purpose of negotiation is to deal primarily with nego- 
tiated contracts where the Government does not have the opportunity 
or the general knowledge in financing the target price as well as the 
industry. 

Mr. Curtis. That is the theory. 

Now, what we are trying to do is to narrow that down. Why can 
we not eliminate the Army engineers operation from renegotiations ? 

Mr. Vinson. I don’t think it is in there now because Army deals 
with construction. The Corps of Army Engineers and the Bureau 
of Public Works, they are not in here. 

Mr. Curris. I am‘afraid they are subject, Mr. Chairman, At least 
I get. your philosophy that you would not oppose, as I understand it, 
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a narrowing to the area that you are directing your attention to, 
which is those places where we are dealing with some new equipment, 
new things where we cannot figure out ahead of time what our prices 
should be. 

If this committee in its wisdom, after hearings and so forth, can 
come up with areas—we have already excluded—where we could elim- 
inate this and allow free competition to carry along we will gain 
something. 

For example, GSA is now subject to renegotiation and yet, because 
it is supposed to procure all common-use items for the military, it 
should S exempt. The whole directive to GSA is to handle those 
areas of procurement for the military where we do not run into this 
particular problem. 

Therefore, it strikes me as being very logical to narrow this down 
to the area we are talking about. 

Mr. Vinson. Get this thing in mind, Mr. Curtis: What do these 
‘ompanies make ¢ 

Mr. Curtis. I am not talking about that. We will get to that. 

I want to talk to that, too. 1am right now solely concerned to see 
whether you will not agree, I think you do, that if we can we narrow 
this renegotiation process to the area of this kind of contract where 
because of the newness and lack of experience of both industry and 
governmental procurement agency we do not know what the price 
will be. 

Now, I think we are all talking about the other thing, too. We are 
all talking about getting the most for the tax dollar. 

Therefore, we are talking about procurement practices. In that 
area, what procurement practice would best produce that result ? 

Now, we are not talking about fraud, are we? What we are talking 
about is where there can be a miscalculation, an honest one, on the 
part of the whole group. 

Now, I raised the question. Why is not redetermination made, as 
the term is used, by a worthy military establishment itself, put these 
clauses in the contract where they know they are up against this kind 
of problem where they actually can redetermine ¢ 

in, incidentally, industry does the same thing because industries 
dealing with each other directly are contracting on subjects that 
neither side has any experience on. 

Why is not the redetermination process, the procurement. process, 
much superior to a separate tribunal which has none of the knowledge, 
none of the experience on these peculiar and special type contracts to 
guide them in judging as to what are reasonable and what are not 
reasonable ? 

In other words, I think we need to redetermine or renegotiate, but I 
question the advisability of having a separate tribunal do the renego- 
tiation 

I would prefer, and it would seem to me to be better administration, 
to permit those people to recheck. They are honest people on both 
sides, and because of the lack of knowledge of this process and what 
it actually is going to cost, they have to cost backwards. After they 
get through with a contract, or at any stage where we can redetermine 
or renegotiate, we will do so, to have the people who are actually in- 
volved in it at the beginning do the renegotiation. 
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Mr. Vuxson. In other words, you would not have the board, or not 
have the Tax Court, but let the contractor and the Government as 
they originated it, sit down and thresh it out. me 

Mr. Curtis. Yes, sir; I think it would be better administration and 
we would save a great deal more money inthat process. 

The next question I would ask: If we do have redetermination, how 
much money has been recouped through the redetermination process? 

Mr. Vinson. Now, I put something of that in the record. I was 

rather proud of the work of the board. 
Mr. Curtis. I am not talking about renegotiation. I am talking about 
redetermination if it is done entirely apart from renegotiation, the 
redetermination that is done by the military establishments themselves 
to recoup. 

Mr. en T am advised that there are no figures on redetermina- 
tion that are available to the committee. 

Mr. Curtis. Exactly, Mr. Chairman. We asked for the administra- 
tion to come back and give us the benefit of studies and I find that they 
have not studied this area. This is the alternative, one of the alterna- 
tive processes, it seems to me by far the better. 

And yet no studies have been made and we do not know whether 
it is effective, certainly from a statistical standpoint. I suspect prob- 
ably it would show up pretty good and I think we have been down- 
grading our military procurement officers. 

I think they are a lot more qualified, and I have been a critic of 
them, too, as the chairman himself knows, but I think they are a lot 
better qualified than the presentation you have given would indicate. 

Mr. Vinson. You prefer, then, a redetermination between the Gov- 
ma 4g and the contracting parties in the contract instead of the 

oard 

Mr. Curtis. Yes, sir; on the premise that they are the people who 
know and on the premise we are not talking about fraud; we are talk- 
ing about honest miscalculations and errors. 

Mr. Vinson. Well, I hardly think we have likelihood of getting 
legislation like that through. In the first instance, as I have said, the 
Government is oftentimes over the barrel. It would still be over the 
barrel on the redetermination. 

If it was over the barrel when it was first negotiating it would cer- 
tainly be over the barrel when it is all over. 

Mr. Curtis. Why would it? Then it is after the fact. Then you 
poe your cost unless somebody is cheating, and we have eliminated 

ud. 

This is a question of looking back. You could not look ahead be- 
cause no one knew. 

Well, I will leave that point because I want to get back to a point 
that Mr. Simpson emphasized. 

You have stated that you think that the law has worked successfully 
in renegotiation ? 

Mr. Vinson. sir. 

Mr. Curtis. I really question whether it works successfully when 
we end up with a situation where, according to your figures, 80 per- 
cent of the capital in the airframe business is from the Government 
and only 20 percent private capital. 
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Here is the reason I raise the question: The money market is a free 
market, Certainly the public would invest in the airframe business 
if they thought they were going to get a good return on it. 

Yet they do not choose to apparently, to use that as a good invest- 
ment. One reason you pointed out, one reason you said that the 
Government had to put capital in was because of the risks involved. 

Now, we have had experience in this country that capital that 
undertakes risk is entitled to more return. That is the private enter- 
prise system. 

I would suggest—I am not saying it is true, but it has to be studied 
a little more—certainly there is a strong indication that because of 
this very process of renegotiation and the misconception on the part 
of many people of what is excessive profits, perfectly sincere people 
like the Renegotiation Board, but not understanding too well the pri- 
vate enterprise system, have cut profits below what they should be 
in order to attract private capital into this area. 

That is what I am concerned about. I want to see if we are goin 
to have real progress in this area, the ratio of 80 to 20 ought to clim 
so that there is more private capital in the field. 

Until it does, I think we have the wrong method of procedure and 
we are not clearly defining what really are excessive profits. 

Mr. Vinson. I don’t know which phase of your question or state- 
ment you want me to comment on. 

Mr. Curtis. I would like to ask whether you do not think that one 
of the tests we could apply to whether this law, as we now have, has 
operated successfully, one of the tests is how well private capital has 
come into the field in order to do this job, because there is your test 
of profits as to whether they are excessive. 

Mr. Vinson. That is one of the criteria and one of the yardsticks 
that the board can take into consideration. 

Let me read them to you. 

Mr. Curtis. I know that, Mr. Chairman. 

The point is this: I am saying in the light of our experience does 
it not appear to you to indicate that whoever concedes certain things 
to be excessive profits was in error. Because if they were excessive 
profits or were profits sufficiently high to attract private capital, then 
there would be plenty of people investing in this market. 

But as it is the profits apparently are not enough because private 
capital is not attracted in this area. 

Mr. Vinson. I know this, in 1954 the capital stock of Boeing was 
increased from $35 million to $60 million. I know on the other hand 
that you could not expect these people to invest all of their holdings 
and all of their wealth in such a hazardous business, with such an 
uncertainty. 

I think the Government did the right thing in putting in the money 
when it did. 

Mr. Curtis. What I am trying to figure out is to get a system 
whereby we can get the Government out. Let us take another area 
and I will conclude on this. 

Take oil which is very speculative. Many people complain that 
the 27-percent depletion is too high. But here is an instance where 
the Government differentiated between the high risk involved because 


we needed private capital in the field. 
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Certainly private capital has gone into that field in a tremendous 
way. So we have no problem there on this score. 

But there is a question properly raised in my mind as to whether 
there are not excessive profits there, depending on one’s definition 
because there we have a field where there is more investment appar- 
ently than needed. 

But now in an area where it is obvious that there is not enoug) 
private investment, in fact we are throttling it. There has been some 
mereases, but not sufficient increase. I raise the question, and I 
think with good reason, whether this system that we have adopted 
has not been very poor just opposite to what the gentleman has 
testified that the system has worked. 

I would say by these standards and these tests it obviously has not 
worked and [ think we had better take a new look at it. 

In my judgment, the best thing to do would be to eliminate the 
whole thing and go to the redetermination area to see to it that we 
have good procurement practices. 

Mr. Vinson. I was just going to ask the question, but you have 
answered it. You have worked yourself around to the point where 
you do not think that renegotiation is a proper approach but a re- 
determination between the contractor and the Government is the way 
to handle it. 

Mr. Curtis. It seems to me, sir, that would be a better way. 

Mr. Vinson. I would like to ask you, then, where would the Gov- 
ernment get any return from its investment? What would happen 
to all the money that the Government has poured into these plants 
under that? 

Mr. Curtis. I hope.that.it would be repaid just as it has been re- 
paid on the Federal barge lines. 

Mr. Vinson. You remember a few years ago I laid before the 
House and passed the disposal of the synthetic rubber plants. We 
made some good sales, but this is a different matter. 

I think this is on a good basis: I think it is sound. IT think what we 
are doing issound. All I want to do is do just like the President. re- 
quested. All the President stated was: 


I recommend that the Congress extend the Renegotiation Act. 


Mr. Curtis. Of course, this committee is concerned with broadening 
the tax base. This is one way we can broaden it and thereby decrease 
our tax rate. 

Mr. Vinson. I do that everyday in my committee. I read what the 
President says, but I do what I think the facts and circumstances 
indicate. 

Nevertheless, it is good ammunition to shoot when you have it. 

The Cuarrman. Are there any further questions. 

Mr. Alger will inquire. 

Mr. Arcerr. I have listened very carefully to what you said today. 

Remembering your statement and the fact you pointed out the 
Government investment in these plants, I have thought as I listened 
to you about Government loans and subsidies, the help being given 
business on the one hand. Then I thought about minimum wages 
being put on industry and how any minimum wage necessarily forces 
up all the wages as they are tied very closely together. 


‘ 


EXTENSION OF THE RENEGOTIATION ACT 209 


Then I thought about the union bargaining procedures where wages 
are forced up, not necessarily in relation to productivity and resulting 
in the wage price spiral. 

Then I thought about Government renegotiation. 

These three factors, first of all, Government subsidy in these plants; 
number two, forced wage increases forced upon the Government and 
not subject to renegotiation by this Board or any other board. This is 
not collective bargaining since the Walsh-Healy puts the Secretary of 
Labor in the business of setting wages. Then, thirdly, I see this Re- 
negotiation Board having the power of doing their best to try to estab- 
lish financial ability, net worth, reasonable profit, to do these things 
that you point out. 

Now, these three things all add up to controlling the means of pro- 
duction. I do not care how else we talk about it, this is controlling the 
means of production. To the degree we do, we are adopting com- 
pletely the method of socialism. 

This is my premise: Now I want to ask you this question—Is there 
anything we can do in this committee or as Congressmen individually 
to try to increase the competitive nature of this renegotiation, to try 
gradually to get Government investment out of these plants, to try 
gradually to increase the incentive measure. 

Have you any suggestions as to what we can do constructively other 
than just continuing the same old thing? 

Mr. Vinson. I want to be frank. I know of nothing that we can 
do other than what we are doing today, and I think we are on sound 
grounds. You just cannot divorce the Government from aid and as- 
sistance in this field because it is tied in. 

It is important that these industries be continued to turn out these 
weapons and that if they do not have the capacity to do it themselves, 
it is the duty of the Government to do it. It is a proper thing for the 
Government to do. 

Is the Government going helpless and going defenseless because we 
hesitate to pour money into these plants ? 

I have helped pour this money and have been advocating these 
things; I have lived to see all these companies built up. I know some 
of them quite well from 40 years back. I knew Glenn Martin when 
aviation was in its very infancy. 

Mr. Arerr. If given your choice of putting more Government money 
in investment 

Mr. Vinson. You cannot do anything else unless the public puts the 
money in. 

As I pointed out, the Boeing Co. raised capital one year from $35 
million to $60 million. You cannot make people invest in this, that 
and the other unless they want to do it. If the public does not invest 
in it, then the Government must do it. 

Mr. Acer. I your answer. 

Mr. Vinson. All we want to do is to see that the Government gets a 
return or gets something out of the money we put in. 

Mr. Arger. There is no way in your mind then to try to gradually 
reduce Government investment in these plants? 

Mr. Vinson. None that I know of. 

Of course, I was one of the leading advocates and I helped the Gov- 
ernment get out of the synthetic rubber business, but this is big 
business. 
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I believe you will find that there are certain things the Government 
just has to do. All we want to do is to be fair with these contractors 
and we want to be fair for the money we have taken from the taxpayer. 

This renegotiation bill is fair, it is fair to the Government, it is 
fair to the contractor. It gives the contractor a profit; he is entitled 
to a profit, but he is not entitled to an unconscionable profit and he is 
not entitled to a windfall profit. 

‘ 1 Axeer. You have left no doubt in our minds as to how you 
eel. 

Mr. Vinson. Thank you very much. There will be no doubt on the 
floor of the House either. 

The Cuarmman. Mr. Chairman, we thank you for a very fine pres- 
entation of your views. 

Mr. Kine. I am surprised and puzzled by the statement on renego- 
tiation made to this committee by the distinguished chairman of the 
Armed Services Committee. 

Its overall effect tends to create an impression that renegotiation 
is perfect and that the major aircraft companies are earning enor- 
mous, unreasonable profits. Indeed, the impression sought to be cre- 
ated is directly contrary to the findings made by the Hebert subcom- 
mittee of the Committee on Armed Services in 1956. Mr. Vinson is 
not only chairman of the Armed Services Committee but is also an 
ex officio member of the subcommittee. The purpose of the subcom- 
mittee was to study aircraft production costs and profits. The years 
that were studied and the statistics generated by that study appear to 
be the same as those used to support Mr. Vinson’s statement before 
this committee. 

Furthermore the subcommittee was then looking at the profits of 
12 representative aircraft companies before renegotiation. In its 
“Report on Aircraft Production Costs and Profits,” dated July 13, 
1956, the subcommittee said, on page 3115: 

At the time the subcommittee’s questionnaires were issued in August of 1955, 
all statutory renegotiation for years prior to 1952 had been completed. It was 
our purpose, therefore, to have before us financial statements and the book 
profits unaffected by and prior to statutory renegotiation. 

Among other findings, Mr. Vinson’s subcommittee—apparently 
unanimously—stated : 

The subcommittee concludes, on the evidence, that there has been no showing 
that, on the average, the profits allowed are excessive. 

I am requesting that portions of that subcommittee report be included 
in the record of these hearings at this point. 

I commend the reading of the entire report to the members of this 
committee. However, there are some portions of it which should be 
emphasized and compared with Mr. Vinson’s statements to this 
committee. 

The distinguished chairman of the Armed Services Committee was 
strongly in favor of continuing the 1951 Renegotiation Act un- 
changed. But what conclusion did his Subcommittee for Special In- 
vestigations draw from their detailed study of the operations of the 
1951 act for the same years. 

For example on pages 3115, 3116, and 3117 of its report the sub- 
committee said, among other things: 
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* * * The subcommittee is concerned over some aspects in the application of 
the Renegotiation Act to these particular companies. 

The statutory factors are set out in the 1951 act; but what concerns this 
subcommittee is how these 12 firms, in particular, in defense production can 
ascertain the application of these statutory factors with any degree of accuracy 
so that their business relationships with the Government might be so ordered 
that they will not be subjected to statutory renegotiation. 

There seems to be some uncertainty over renegotiation not so much in prin- 
ciple but in application under the act of 1951 as well as renegotiation as it has 
heretofore been applied by the Renegotiation Board. 

Elsewhere in this report, we have indicated that the concern of the sub- 
comittee extended to maintaining this airframe industry upon a sound fiscal 
basis so that it would be continuously available to the Government as a source 
in being for defense production. In this report, we have called attention to the 
fact that this industry, to keep pace with the progress of the art, has committed 
itself to future capital expenditures on the order of some $350 million. Such 
a plant must be financed. We believe the ground rules relating to earnings and 
profit must be more certain so that such long-rang expenditures can be made 
with a degree of assurance. 

We are concerned with the Renegotiation Board regulations which provide 
that their prior actions are not controlling precedents, and the formula of an 
overall evaluation. Why these factors are not capable of explanation has not 
been satisfactorily answered, as far as we are concerned. 

The Department of the Air Force, in its prepared statement, argues that the 
continuance of the Renegotiation Act is necessary because the fact of large 
volume procurement can be to distort the cost factors which form the basis for 
individual contract negotiations. But the fixed-price incentive-type contract, 
ealling for a sharing of savings by reason of reduction in costs, must be con- 
sidered in the application of this abstract principle; and this type of contract 
predominates in those contracts which we reviewed and is widely boasted as an 
advantage to the Government. 

We think it inexcusable to allow statutory renegotiation to be 4 years behind. 
If more help is needed, it should be requested and granted. To delay timely 
determination of profits for as much as 4 years is unfair to the Government 
and unfair to the contractors who are expected to plan for the future. 

Planning is particularly important in the case of an art which is progressing 
as fast as aerodynamics and all of its counterparts. Vast sums are being ex- 
pended in design competition and technical research, and to have statutory 
renegotiation impending for long periods is, in our opinion, a serious handicap 
to the progress of this industry as an arm of national defense. 

Therefore, we believe that Congress must immediately initiate a restudy not 
of the principle of recovering excessive profits but of the application of the 
statutes and the regulations and conduct of the Board itself. 


One of the principal purposes of my bill, H.R. 5123, is to provide 
a solution for the very criticisms made of renegotiation by Mr. Vin- 
son’s subcommittee. 

The distinguished chairman of the Armed Services Committee 
clearly brought out his concern as to how the Government and the 
taxpayers were to receive a return on the Government investment in 
production facilities. 

I believe a reading of the entire section ITI, pages 3111, through 
3113, of the report of his subcommittee will provide the answer to 
that concern. 

The distinguished chairman of the Armed Services Committee was 
vehement in his condemnation of the profits being earned by the air- 
craft companies, and quoted figures in an attempt to prove that such 
profits were unreasonable. 

But what conclusion did his Subcommittee for Special Investiga- 
tions draw from the same figures. The following excerpts are from 
pages 3123 and 3124 of the subcommittee report : 


The subcommittee has considered the financial data submitted by these 12 
companies as to their operations and earnings during the period 1952 and 1955 
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set out in detail in the hearings; the tables in this report; the balance sheets: 
the individual contract reports; and the total income and disposition thereof 
from (in most cases) substantially 100-percent Government business. 

The subcommittee concludes, on the evidence, that there has been no showing 
that, on the average, the profits allowed are excessive. 

Adjustments either with individual companies or an individual contracts on 
redetermination, will, in our opinion, more than account for what may appear, 
in a few instances, to be overpayments. When these are balanced off against the 
low profit contracts, it will then appear that on the average the profits through- 
out these 12 companies are not excessive. 

It is our opinion that the Government is getting substantial value. 

In view of the findings made by his subcommittee after lengthy 
hearings and study I can assume only that Mr. Vinson is not correctly 
informed regarding the provisions and purpose of H.R. 5123 and the 
effect it would have on the renegotiation process and profits of the air- 
craft companies. 

The CHarrman. Our next witness is Mr. William M. Allen of the 
Aircraft Industries Association, accompanied by Barron K. Grier. 

For the purpose of this record, will you please identify yourself. 


STATEMENT OF WILLIAM M. ALLEN, PRESIDENT, BOEING AIR- 
PLANE C0., REPRESENTING AIRCRAFT INDUSTRIES ASSOCIA- 


TION, ACCOMPANIED BY BARRON K. GRIER 

Mr. Auten. Mr. Chairman, [ am the president of the Boeing Air- 
plane Co., and I am here today in behalf of the Aircraft Industries 
Association, speaking for the aircraft industry as a whole. 

Mr. Chairman, I do not want to appear to engage in an attack on 
Congressman Vinson’s presentation, 1 have the greatest respect for 
him and for his long and distinguished career in the House, but there 
are certain misstatements of fact in his statement and I would like 
to file a statement correcting those errors. 

The Cuatrman. Without objection, that statement will be included 
at the end of your presentation today. 

Mr. Auten. Thank you, sir. . 

However, while the matter is fresh in our minds, there are several 
things he said that I would like to correct immediately. 

With respect to my own company, he made some calculations in re- 
gard to the rate of return on invested capital. I just call attention to 
the fact that invested capital is only a part of the capital that. we use 
in our business. Actually, a very substantial part of our capital comes 
from retained earnings. 

If the Boeing Co. attempted to conduct its business only on invested 
capital, we would not be able to do anything like the job we do today. 
Therefore, it would appear to me, since retained earnings is our real 
means of doing our job, that if you want to talk about the capital 
employed in the business, certainly you must include the retained 
earnings. 

Apropos of that, the reference which Mr. Vinson made about increas- 
ing our capital from $30-odd million to $60 million was not a further 
investment by our stockholders; it was simply a transfer on our books 
of retained earnings, from the retained earnings account to the capital 
account. 

The statement made with respect to the FBI increasing the reported 
profits of Boeing from $42 million to $56 million, I do not know where 
those figures came from. 
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To our knowledge, the FBI has never increased our reported profits 
*1 in 1952 or in subsequent years. 

Finally, with respect to the matter of reasonableness of earnings, I 
would like to call the attention of this committee to the fact that the 
Hébert committee, a subcommittee of Mr. Vinson’s main committee, 
conducted a detailed and comprehensive review of all of the financial 
aspects of the operation of the major airframe companies 2 years 
ago and came up with the conclusion, as reported, that on the average 
realized profits were reasonable. 

I shall file a more detailed statement with respect to Mr. Vinson’s 
statement as soon as we can. 

Now, Mr. Chairman, as you may recall, and other members of the 
committee, some others, may recall, I appeared here last year and we 
tiled statements. I want to say at this time that those statements made, 
in my view, are as valid today as they were then. 

If the committee has the time, they may desire to go back and have 
a look at those statements. 

Before introducing Mr. Grier on my right, who will discuss in some 
detail the proposed King bill, I would like to make a number of brief 
comments. 

I feel that the principal task, at least my task here today, is to en- 
deavor to define the problem. What is the purpose of renegotiation / 
It is to recover excessive profits as that term is generally known to all 
of us. 

I want to say that we have no quarrel with that objective. We are 
heartily in favor of it. 

Mr. Vinson made the statement that he has a very plain philosophy, 
that he does not believe in excessive profits. I subscribe one hundred 
percent to that philosophy. 

Now, if that be the case, why are we here / 

In that regard, I would like to refer to the fact that the Vinson- 
Trammel Act offered by Mr. Vinson did establish a standard. If we 
had an act today governing us that established a reasonable standard, 
| am sure we would not be here. 

What this comes down to is a government of men and not of laws. 

As the Chairman of the Renegotiation Board has said, it is purely 
a matter of judgment. The basis for that judgment we don’t know. As 
a matter of fact, in the tax case which has been alluded to and which 
we appealed from, the decision of the Board in 1952, we requested the 
Board to produce the evidence upon which is based its judgment. 

The reports of the Air Force, for example, as to our performance, 
and so forth. That request was refused. 

We subpenaed the statements. Thesupena was ignored. The matter 
is now in litigation to determine whether we have the right to see the 
basis, if there is a basis, upon which the Renegotiation Board’s rede- 
termination was made. It is being resisted stoutly. 

I don’t think that is the American way of doing things. 

Now, why are we here ? 

Is it because we are after excess profits ? 

Certainly not. It is because the Renegotiation Act as administered 
is not carrying out this objective. 

What is taking place ? 

The Renegotiation Board is reclaiming profits that were completely 
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within the contempiation of the parties when the contracts were ne- 
gotiated, between the contractors and the Department of Defense. 

Does the Renegotiation Board contend that these profits were 
windfalls? 

Does the Board contend that there was any fraud or concealment? 

Certainly not. 

Does the Board contend that the negotiations were not fair and 
open 

No. 

Does the Board contend, when it makes its findings, that the 
Department of Defense did not have before it the information that 
was available with respect to our past costs? 

No. 

Now, the statement has been made here this morning that the De- 
partment of Defense is in effect over a barrel in negotiations. I 
deny that. 

The Department of Defense has auditors within our plant. They 
have now available to them not only our costs with respect to a given 
contract, but also the costs of other contractors which we don’t have. 
Not only that, we have cases—my own company has cases—in which 
the profits taken away from us are based upon long production runs: 

The B47, the KC-97, running for years, with a great background 
of quantity. 

The Board cannot contend that the profits which it is taking from 
us are greater than those contemplated by the Department of Defense. 
They simply are not. 

In effect, the Renegotiation Board is saying we don’t agree with 
the agreement made between the Department of Defense and the 
contractor. We desire to exercise our own judgment. We desire to 
second-guess the open covenant openly arrived at. 

Now, what about incentive? 

The Department of Defense rightly has the philosophy that the 
way to reduce costs, the best way, is to provide incentives. After 
all, the matter of profit is a small item in connection with the over- 
all cost. The big problem is, How can we get those costs down? 

I know of no better way than to do it the American way and to 
provide incentives. 

Now, that has been followed out in the papain of Defense, 
as most of you gentlemen know. Under most of our targets, contract 
targets are set through negotiation. Then if we can beat those 
targets, 80 percent of our underrun goes to the Government and 
20 percent—those are usually the percentages—to the contractor. 

hen what does the renegotiation do? 

It comes along and takes those incentive profits away. It was 
testified here yesterday, I understand, by Mr. Dechert, that the trial 
in which we appealed the 1952 redetermination proved that the in- 
centive was not taken away. 

Of course, no decision was made and I don’t know what Mr. 
Dechert is talking about. All I know is that the entire incentive that 
we earned by underrunning our costs in 1952 has been taken by the 
Renegotiation Board and a part of our basic profit as well. 

I submit that a careful study of the facts involved will lead to this 
inevitable conclusion, that the Renegotiation Board has assumed the 
prerogative of determining how healthy, how strong our defense 
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industry should be. They have decided that the contracts entered 
into in good faith with the Department of Defense should be revised, 
this in the face of the fact that the aircraft companies, the companies 
that I am representing, have been earning less than one-half of the 
return on sales of that of other manufacturing companies generally. 
This in the face of the fact that the only way we are able to do the 
job that we can do, are able to do, is by retaining most of our 
earnings. 

I invite you to look at the record. 

The aircraft industry as a whole has retained over 60 percent of 
its earnings and plowed it back into the business as contrasted with 
40 percent in industry generally. 

Mr. Vinson has alluded to the General Motors experience. I would 
very much like to be in a situation where we could do what General 
Motors offers to do in connection with defense contracts. That is a 
historical matter. 

Our principal business is the defense business. We do not have 
large commercial businesses. 

Prior to World War II, when the excess profits tax was put on, we 
had no base, we paid 90 percent of our earnings in taxes. We did not 
build up any retained earnings to amount to anything during the war. 
When Korea came along, the same thing took place. 

In contrast, concerns like General Motors, who are subcontractors 
of ours, had a base so that on the work they did for us they retained 
two or three times the profit that we did. 

That is our situation. That is why our invested capital is not 
higher than it is. 

submit we are doing the best we can, but there is a limit to where 
you can go. 

Finally, all this in the face of our international situation, the prime 
question before this committee, I submit, is how healthy do you want 
the defense industry to be ? 

Do you want us healthy enough to engage in independent research 
so vital in this race that is going on 

Do you want us to acquire the necessary plant and equipment ? 

I think an examination will show we are doing the best we can with 
what we have. But we have to compete for capital, as Mr. Curtis 
pointed out, we have to compete for people. 

I submit that we are at a disadvantage in competition with the 
commercial effort. Do you want it that way ? 

We certainly are that way, based on the profit set by the Depart- 
ment of Defense, half of what industry makes generally. 

And now the Renegotiation Board comes along and makes it that 
much worse. 

Gentlemen, let us not get into byways. There are two fundamental 
questions facing this committee : 

One, do you believe agreements, openly arrived at between the 
Government and the contractors, deemed fair and reasonable by the 
a of Defense, should be honored? That is question num- 

one. 

And as part of that, should the establishment of incentives to re- 
duce costs be encouraged ? 

And secondly, do you believe we need a healthy defense industry ? 

I think that question answers itself. 
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And should that health be determined in the final analysis by the 
Renegotiation Board? 

I make the categorical statement that the most powerful agency 
today in determining the strength of our defense industry and how 
strong we will be in meeting the international threat is the Re- 
negotiation Board. Is that where we want it! 

Those are the two fundamental questions. _ 

I will now ask Mr. Grier to go forward with a more detailed ex- 
planation of the King bill. 

The Cxairman. Mr. Grier, although over a number of years we 
have known you quite well and favorably, will you identify yourself 
for the record. 

Mr. Grier. Thank you, Mr. Chairman. 

My name is Barron K. Grier. My address is 1001 Connecticut 
Avenue NW., Washington, D.C. 

Mr. Chairman, I believe it was the late Mr. Justice Jackson who 
said that during his trial days he always had three arguments: 

The first one was the argument that he prepared himself to make; 

The second one was the argument that he actually made during the 
trial; and 

The third one was the absolutely devastating argument that he 
made when he went home and went to bed that night. 

Now, somewhat like Mr. Jackson, I have prepared a statement. I 
expect to depart from it to some extent because I want to comment 
on some of the things that Mr. Vinson said this morning, as well as 
some of the things which Mr. Dechert and Mr. Coggeshall said yester- 
day. But, unfortunately, the devastating argument I shall make to- 
night will not be heard by the members of this committee. 

The Cuatrman. Without objection, Mr. Grier, both your statement 
and that of Mr. Allen will appear in the record. 

(Statements referred to follow :) 


STATEMENT OF AIRCRAFT INDUSTRIES ASSOCIATION BEFORE THE WAYS AND MEANS 
COMMITTEE, HOUSE OF REPRESENTATIVES, RELATIVE TO THE PROPOSED EXTENSION 
OF THE RENEGOTIATION AcT, APRIL 28, 1959 


INTRODUCTION 


Mr. Chairman, my name is Barron K. Grier and my address is 1001 Con- 
necticut Avenue NW., Washington, D.C. I am here today, representing the 
Aircraft Industries Association, to discuss the Renegotiation Act of 1951 and 
to support certain amendments which are embodied in H.R. 5123. 

It is difficult to discuss renegotiation in absolute terms for the simple reason 
that the law does not deal with absolutes. The act speaks of “excessive profits,” 
a term which has been described as meaning “unreasonable” or “unconscionable” 
or “windfall” profits. These are relative terms and mean different things to 
different people. In the final analysis, however, they mean what the user 
wants them to mean, which points up the difficulty of discussing a law which 
lacks measurable, objective standards. It also points up the problems facing 
a contractor. He has no way to prove that his profits are reasonable and is 
literally at the mercy of the Board, which has the unrestrained power to impose 
on him its interpretation of the statute’s unmeasurable terms. 

It is a matter of history that renegotiation was designed in 1942 to be an 
integral part of the procurement process. Its primary purpose was to assure 
reasonable prices for defense products and services at a time when the entire 
economy was being placed on a wartime footing and the normal forces of 
competition had ceased to exist. Under the conditions of World War II, re- 


negotiation did play an essential part in the overall pricing policy of the- 


services. 
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Justification for recent extension of the Renegotiation Act 


Recently the proponents of renegotiation have argued in justification of fur- 
ther extensions that prices for new weapons cannot be forecast with sufficient 
accuracy to prevent contractors from making excessive profits. 

In our opinion this is a misconception. We believe the procurement pro- 
cedures used by the Department of Defense are adequate to cope with the 
price problem of new weapons procurement, 

In this connection, it is important to distinguish between research and de- 
velopment contracts and production contracts. Production contracts for new 
weapons are generally preceded by preliminary studies, prototype construe- 
tion, experimentation, and testing, usually extending over a period of years. 
These are contracted for separately, usually by cost-plus-a-fixed-fee contracts, 
a type of contract under which the fee (profit) does not change regardless of 
the costs incurred. 

Normally, by the time volume production is underway, reliable cost data 
is available. This data has been gathered by representatives of the contract- 
ing agency, many of whom spend full time at the contractor’s plant. They 
examine and audit actual cost data and production methods. This information 
together with that gathered from other defense plants is available for use by 
the Government in contract negotiations. 

We believe that the Department of Defense knows more about the cost of 
the items it buys than any other purchaser in this country. 

In accordance with Department of Defense procurement policies, contracts 
for production quantities generally contain incentive provisions, which encourage 
contractors to reduce costs and thus to reduce the price paid by the Government. 

Therefore, the procurement system recognizes the difference between research 
and development and volume production of new weapons and provides for 
different approaches to the establishment of fair and reasonable prices. 
Determination of excessive profits 

We think it is demonstrably true that the administrators of renegotiation 
have not accommodated their thinking to the changed times and procurement 
procedures. On the contrary, we believe they are actually working at cross 
purposes to the objectives of the purchasing agencies. The most notable example 
is the effective nullification of incentive contracts by the confiscation of incentive 
earnings. 

You will note from the chart that the companies listed thereon earned during 
the years designated incentive profits totaling $63,597,892 and the Renegotiation 
Board has demanded refunds from the same companies for the same years 
totaling $80,500,000. 


Incentive Renegotia- 
Company and year earnings tion refund 
before taxes | before taxes 
Boeing: 
25, 169, 892 27, 500, 000 
Lockheed: 
1954... 8, 406, 000 6, 000, 000 
North American: 
4, 415, 000 6, 000, 000 
1954___ 10, 130, 000 14, 000, 000 
Douglas: 
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Cuart 1 


RENEGOTIATION BOARD RULINGS 
HINDER COST REDUCTION EFFORTS BY 
ELIMINATING INCENTIVE EARNINGS 
BASED ON EFFICIENCY 


Millions of Dollars 
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RENEGOTIATION REFUND 


If actions like this are permitted to continue, what hope does a contractor 
have of ever being rewarded for unusual efforts in reducing costs? 

There is a growing suspicion that renegotiators pay little attention to the 
facts but are limiting earnings under the guise of eliminating excessive profits. 
The Renegotiation Act defines excessive profits to mean “the portion of the 
profits derived from contracts with the departments and subcontracts which 
is determined in accordance with this title to be excessive.” In short, any 
profits are excessive if the Board says they are. 
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It is often said that renegotiation is a matter of judgment. During the hear- 
ings before this committee last July, the Board’s chairman stated that: ° 

“* * * Renegotiation is entirely a judgment operation. ‘There is no formula 
or yardstick, nor is there any ceiling on allowable profits. \ Specific factors 
prescribed in the act are applied to the facts of the individual case; that is 
how the determination is made * * *” 

That statement was made in connection with other statements to the effect 
that the Board is required to, and always does, reward efficiency on the part 
of a contractor. 

It may be of interest to the committee to examine into the reasons given by 
the Board for each year that it has made a final determination of excessive 
profits for four large aircraft companies. These reasons are set out in the 
so-called statutory letter. Those relating to Boeing for the years 1952, 1953, 
and 1954 are in the record of the hearings held last July. I have with me 
copies of the statutory letters to North American, Lockheed, and Douglas which 
I offer for the record. 

The following figures and computations are from information contained in 
those letters. 


SUMUILARITY OF PROFIT PERCENTAGES ALLOWED AFTER RENEGOTIATION 


RENEGOTIATION RATIO OF EARNINGS TO SALES —- RATIO OF EARNINGS TD SALES 


(BEFORE FEDERAL INCOME TAX) AFTER RENEBOTATION 
ASTER FEDERAL INCOME TAXES 

BOEING 

1953 7,500,000_____7.06__| 6.30 

10,000,000 7.20__| 631 
NORTH AMERICAN 

1953 6,000,000 6.46 2.1 

1954 14,000,000 8.59__| 6.56 2.9 

1965 9,000,000____7.70__| 6.63 3.2 
LOCKHEED 

1953 6.17 1.9 

DOUGLAS 

1953 6,000,000 ____6.39__| 5.65 

1994 564 2.6 


You will observe from chart II that after renegotiation, Boeing’s rate of 
profit to sales was 6.30 percent in 1952, 6.30 percent in 1953 and 6.31 percent in 
1954; 2 years identical and the third one/one hundred of 1 percent higher. 

North American’s was 6.46 percent in 1953, 6.56 percent in 1954 and 6.63 per- 
cent in 1955, a spread of seventeen/one hundredths of 1 percent between the lowest 
and highest years. 

Lockheed was left with a profit of 6.17 percent in 1953 and 6.30 percent in 
1954, a difference of thirteen/one hundredths of 1 percent. 

Douglas retained profits of 5.65 percent in 1953 and 5.64 percent in 1954, a 
difference of one/one hundred of 1 percent. 

The similarity of the rate of profit on sales after renegotiation raises the 
question as to whether the Board has predetermined the rate of profit it con- 
siders allowable for these companies. At least the Board seems to have a 
strong attachment for a relatively fixed rate of profit, insofar as these com- 
panies are concerned, regardless of whether there has been any change in the 
overall effort of the company during a particular year. 

These letters also show that sales and profits of Boeing and North American 
increased each year, whereas Lockheed and Douglas showed a decrease in sales 
and profits in 1954 as compared with 1953. In Lockheed’s case the decrease 
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was substantial. In 1954 sales were $119,670,000, less than in 1953, and profits 
were reduced by $6,585,000. 

In every instance where sales and profits increased, the Board cited that 
fact in support of its findings of excessive profits. For example, in its letter 
to Lockheed giving facts and reasons for determining that $6 million of Lock- 
heed’s 1953 profits were excessive, the Board said: 

“In view of the large increase in the amount of renegotiable sales and profits 
accompanied as they were by substantial Government assistance and subcon- 
tracting, it is believed that the amount of renegotiable profits realized is greater 
than can be considered reasonable.” 

If an increase in sales is a valid reason for determining exeessive profits it 
should logically follow that a decrease in sales would have some effect on the 
Board's determination. ‘The fact is, however, that the Board is not persuaded 
by any such logic, as witness what it said to Lockheed to support a finding of 
$6 million of excessive profits for 1954: 

“Notwithstanding the decrease in sales and profits from the prior year and 
the contractor’s acknowledged efficiency and lowered costs, the Board has con- 
cluded that the contractor’s renegotiable profits, accompanied as they were by 
substantial Government assistance and subcontracting as well as the minimal 
risks to which the contractor was exposed by reason of 94.9 percent of its 
production being either CPFF or fixed price incentive, are greater than can be 
considered reasonable.” 

It is apparent that a decrease in sales and profits had no effect on the Board’s 
judgment as to the portion of Lockheed’s profits it considered excessive. It 
found excessive profits of $6 million each year. 

The question naturally arises as to whether there is some other difference 
between the 2 years which would tend to offset the decrease in sales and profits. 

Substantial Government assistance is cited as a reason for the finding of 
excessive profits in both years. On this point the Board’s letters show that 
Lockheed furnished 37 percent of the facilities used in renegotiable business in 
1954 as compared with 38 percent in 1953. There would appear to be no signi- 
ficant change here. 

Subcontracting is also cited as a reason why excessive profits of $6 million 
were ordered refunded for. both years. The Board’s analysis of the elements of 
eosts of CPFF and fixed price incentive contracts show an increase of 1.7 per- 
cent in the subeontracting costs of fixed price incentive contracts in 1954, and a 
decrease of 6.4 percent in Such costs for CPFF eontracts. In the overall there 
would seem to be no significant change in subcontracting. 

The 1954 letter says that among the reasons for a finding of excessive profits 
is “* * * the minimal risks to which the contractor was exposed by reason of 
94.9 percent of ifs production being either CPPF or fixed price incentive * * *” 
The fact is, however, that in 1953, 95.8 percent of Lockheed’s productive renego- 
tiable business was either under fixed price incentive or CPFF type contracts. 
Here again we find no significant change. 

In summary, the Board’s letters show that there was but little change in 
the factual situation between 1953 and 1954 will respect to the amount of Gov- 
ernment assistance furnished, the amount of subcontracting, and the pricing 
risks assumed by the contractor. There was, however, a material and_signi- 
ficant decrease in the volume of renegotiable sales and profits. 

Furthermore with respect to reasonableness of costs, in 1954 the Board stated: 

“From evidence presented by the contractor and confirmed by Government 
agencies with respect to all of the contractor’s claims for cost reductions, the 
Board recognizes the contractor’s costs in this period as being reasonable, and 
with regard to the contractor’s performance on the jet trainers, the costs were 
recognized as being the lowest in the industry.” 

I believe that a fair reading of the Board’s letters will show that Lockheed’s 
performance under the statutory factors in 1954 at least equaled and in most 
cases bettered its performance in 1953. What, therefore, is the reason for a 
finding that Lockheed’s profits in 1954 were excessive in exactly the same amount 
as for 1953? 

Where is the reward for efficiency which the Board says it is bound by law 
to make? What judgment has the Board applied to the specific facts of these 
cases? I submit that either the Board has not revealed its real reasons, or else 
that the facts of the specific case have little effect on its determination of 
excessive profits. As between the two I think it is the latter. 
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Furthermore, a critical reading of the statutory letters submitted these four 
airframe companies will show: 3 
1. In no instance was there a serious challenge of the various contractors 
efficiency. In fact, in most instances the Board commended the contractors 

for their efficiency. 

2. In no instance was the reasonableness of the contractors’ costs ques- 
tioned by the Board. 

3. In all instances favorable consideration was given to the complexity 
of the contractors’ operations and the contractors’ contributions to the 
defense effort. 

The Board has, however, set forth as reasons for finding excessive profits 
such factors as sales volume, extent of Government assistance, subcontracting, 
and pricing risk. All of them were known to and required to be considered by 
the Department of Defense when price and profit frameworks were established. 

If the Department of Defense knows the pricing risk a contractor assumes, 
if it knows the volume of defense business the contractor is doing, if it knows 
how much Government assistance the contractor will receive, and if it knows 
the probable amount of subcontracting which will be required; if it knows all 
of these things, as it does, and if these factors are taken into aceount in setting 
prices and profits, as Mr. Dechert conceded yesterday, by what logic can the 
same factors, and only the same factors, be used by the Renegotiation Board to 
support a finding of excessive profits. 

All of this lends credence to the thought that the Board has predetermined a 
rate of return which it considers to be allowable and that in each year it will 
attempt to recover, with some slight variations, whatever profits may be earned 
above that rate. If this be the case, and I can find no other explanation which 
fits, the Board is not renegotiating in light of the facts as they pertain to the 
statutory factors, but rather is engaged in a ratemaking process, a proceeding 
which has no support in the Renegotiation Act. 

We feel that this situation should be corrected and that the provisions of 
H.R. 5123 will go a long way toward doing so, while at the same time retaining 
the basic concept of renegotiation. 

H.R. 5123 would make both procedural and substantive amendments to the 
Renegotiation Act of 1951. 

Chart A illustrates how agreed profits are calculated under cost-plus-a-fixed- 
fee contracts, assuming that our suggested amendment is adopted. It will be 
noted that agreed profits are the lesser of the amounts shown under columns 
6 and 8. 

Chart B shows how agreed profits are calculated under incentive-type contracts. 
You will note that the target profit only is termed “agreed profits.’”” This means 
that all incentive earnings under a given contract will fall outside the definition 
of agreed profits. 

Chart C illustrates how agreed profits are calculated under fixed-price con- 
tracts. Only the amount of the profit actually agreed upon goes into the calcula- 
tion, and then only to the extent that it does not exceed 12 percent of the con- 
tract price. Thus if for any reason the actual profit is greater than the amount 
agreed upon, no part of the greater amount goes into the agreed profit calewla- 
tion. The purpose of the 12-percent limitation is to prevent any possible collu- 
sive agreements between contractors. 

Chart D is a recapitulation of the calculations shown on charts A, B, and C, 
and a final calculation of the aggregate minimum amount of profits which should 
be considered fair and reasonable and no part of which would be subject to 
recapture on the theory that it represents excessive profits. In view of the fact 
that agreed profits are based upon the minimum amounts which the parties con- 
templated at the time they entered into the contract, and further because we 
believe that a contractor should be permitted to retain some portion of any 
additional profits he may be able to earn through efficiency and cost reduction, our 
proposal would add to the total of agreed profits an amount of equal to 10 percent 
of that figure. 

In summary, we feel that the special rule, while perhaps not perfect, will 
supply a much-needed measure of the minimum amount of profits which should 
be considered fair and reasonable under all of the circumstances. It will not 
change the provisions of a single contract; no contractor will be paid one cent 
more than the contract provides. We have made an honest effort to express 
the calculations in realistic terms so that if profits do exceed those contemplated 
by the parties in amounts which a reasonable man might consider excessive, such 
profits are open to recapture through the renegotiation process, 
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Long-term. financial capability of defense industry 

Another provision of H.R. 5123 that is of importance is the new factor 
(F) which requires the Board to consider the need for proper financial incentives 
to achieve lower costs and the need for financial stability in the defense industry. 
It seems elemental that financial incentive is the motivating force behind our 
whole business system. On the basis of the evidence before us (see chart I) it 
appears that the Board has not always given sufficient weight to this fundamental 
law of economics. We believe, therefore, that a specific factor requiring it to be 
considered should be written into the statute. 

The other part of this proposed new factor merely requires the Board to take 
into consideration the need for financial stability in the defense industry. It 
would also seem elemental that any business must be financially stable if it is 
expected to be a vital, growing part of the economy. 

The aircraft industry as a whole, as well as a given company within that indus- 
try, is perhaps more susceptible to fluctuations in business than any other. The 
termination of a procurement program can leave one company or many in a 
difficult position and put thousands of people out of work. If the company does 
not have the means to weather these difficult periods in good shape, there is an 
inevitable loss to the economy and to the defense potential. The traditional way 
to achieve financial stability is to earn a fair profit, pay a fair dividend, and plow 
the balance back in the business. 

A consideration of the need for financial stability should not be fobbed off as a 
requirement that the board estimate the future capital needs of the industry. 
If a company is financially stable its capital requirements usually can be supplied 
through normal channels. 

All we ask is that the board give consideration to this factor when it judges 
whether a contractor’s profits are fair and reasonable. 

Renegotiation proceedings 

The next proposed amendment I want to discuss is contained in section 3 of 
the bill. That section does three things: 

1. It would require the board to give the contractor a statement of facts and 
reasons used as the basis of its determination of excessive profits before the 
making of an agreement or the issuance of an order. As the law now stands such 
a statement is required only when an order is issued. It is true that the board's 
regulations provide that a “* * * written summary of the facts and reasons upon 
which such determination is based * * *” will be given a contractor who asks 
for it before he indicates whether he will enter into an agreement to make a re- 
fund. In a sense, therefore, the proposed amendment would not require the 
board to do anything it has not already expressed a willingness to do. It is 
believed however that the letters issued under the regulations are less informa- 
tive than those issued pursuant to the statute. For this reason we think it appro- 
priate to require the board to give a full statement of its facts and reasons 
before an agreement is made or an order issued. 

2. It would require the Board to produce the evidence it considered in ar- 
riving at a determination of excessive profits and supply the contractor with 
copies thereof. At present the Board refuses to make known to the contractor 
the evidentiary basis, or lack thereof, of its finding of excessive profits. It 
would seem to be nothing more than elemental fairness to require the Board to 
make full disclosure of the facts in its possession pertaining to the contractor’s 
own case. To deny him such information is to abandon all pretense of fair 
procedure. 

3. Finally, section 3 would permit the use of the Board’s statement to be used 
as evidence in the Tax Court as proof of the reason for the Board’s determina- 
tion. The real issue before the Tax Court is, of course, whether the contractor 
has earned excessive profits, and if so, in what amount. However, we believe 
that proceedings before the Tax Court will be facilitated if that Court knows 
why the Board found excessive profits and contractors are thereby enabled to 
direct greater emhpasis toward that aspect of the case. 


Reports to Congress 


Section 6 of the bill would require the Board to supply certain detailed infor- 
mation in its annual reports to Congress. Specifically, the Board would be 
required to report on each proceeding involving more than $20 million of rene- 
gotiable business and inform the Congress of : 

1. The exact amount of renegotiable business involved, divided according 
to classes and types of contracts and subcontracts, i.e., the amount done under 
cost-plus-a-fixed-fee, incentive, and: fixed price contracts and subcontracts ; 
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2. The total profit made by the contractor on such renegotiable business, also 
divided among the various classes and types of contracts and subcontracts ; 

3. The portion of the total profit which the Board considered excessive; and 

4. The net worth of the contractor or subcontractor and the amount and 
source of public and private capital employed, and the portion thereof allocated 
to renegotiable business, at the beginning and end of the fiscal year involved in 
the proceeding. 

This information will enable the Congress to be better informed regarding 
the actual workings of renegotiation. Additionally, it will supply contractors 
with a source of much needed information, which section 6 would permit them 
to use in all renegotiation proceedings involving their own companies. 

This proposal was criticized yesterday on the ground that it would require 
detailed reports on too few contractors, i.e., only on those doing more than $20 
million worth of renegotiable business, and that the information would not be 
sufficiently detailed to reveal all of the reasons why the Board made a finding 
of excessive profits. If it is so criticized I assure you that the aircraft in- 
dustry will not object to a requirement that the report cover more companies 
in greater detail. 


Proceeding before the Tax Court in renegotiation cases 


Section 5(a) of H.R. 5123 provides for a review of Tax Court decisions in 
renegotiation cases by the United States courts of appeal. This provision is 
identical with the one contained in H.R. 11749 of the 85th Congress as it 
passed the House last year. For this reason, and for further reason that I 
am not aware of any objection to this provision on the part of any of the inter- 
ested Government agencies, I will not take the time to discuss it further. 

Section 5(b) would amend the fourth sentence of section 108 of the Renegotia- 
tion Act of 1951 by adding the underscored language and make the sentence read: 

“A proceeding before the Tax Court to determine the amount, if any, of ex- 
cessive profits shall not be treated as a proceeding to review the determination 
of the Board, nor shall any presumption of correctness be raised by the Board’s 
determination, nor any burden of proving such determination incorrect be placed 
on the contractor or subcontractor, but shall be treated as a proceeding de 
novo.” 

There is considerable support in the legislative history that Congress intended 
the Tax Court to conduct a de novo renegotiation proceeding, and to make up its 
own mind on the basis of pertinent facts wherever found as to the amount, if 
any, of excessive profits earned by the contractor. In other words, that the Tax 
Court’s function would be more administrative than judicial, and specifically that 
it would not be judicial in the sense of an appellate court reviewing the record 
of a case brought up from a lower court. As it has developed, however, the Tax 
Court has functioned judicially in renegotiation cases, and more and more in the 
role of a court of review, while at the same time insisting that such proceedings 
are de novo. This puts a contractor before the Tax Court in something of a 
dilemma and at a decided disadvantage. He is required by the Tax Court rules 
to give clear and concise assignments of each and every error which the petitioner 
alleges to have been committed by the Board. But if he alleges matters pertain- 
ing to Board proceedings, records, etc. the Tax Court will strike it out on the 
ground that such matter is not relevant in a de novo proceeding. Furthermore, 
for the same reason, the court will not receive evidence as to the errors committed 
by the Board. At the same time the Tax Court appears to proceed on the as- 
sumption that the Board’s determination of excessive profits is correct and has 
several times sustained such a determination on the ground that the contractor 
has failed to prove it wrong. This is more in keeping with appellate review than 
with a de novo proceeding. 

The proposed amendment in section 5(b) would simply make clear that the 
Tax Court is not to assume that the Board’s determination is correct and is not 
to sustain the Board’s determination of excessive profits on the ground that the 
contractor has failed to prove it wrong. Rather the Tax Court will have to 
exercise its independent judgment as to whether excessive profits have been 
earned, a function which we believe Congress intended it should perform, 

In conclusion, Mr. Chairman, the situation is such that the Renegotiation 
Board not only can but actively does deprive contractors of their property with- 
out any semblance of due process of law. The amendments proposed by H.R. 
5123 would tend to mitigate this situation. We earnestly seek your considera- 
tion of them. 
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Special rule 


The principal substantive amendment is the special rule contained in section 
2 of the bill. The intent of this rule is to place renegotiation in its proper 
perspective. Truly excessive profits could be recaptured but the integrity of con- 
tracts fairly negotiated would be preserved. In practice it would not present 
any unusual problems from an administrative standpoint. 

The term “agreed profits” is given a practical definition, and is based on 
the minimum amounts contemplated and agreed upon by the parties to the 
contract. 

The rule does not, however, set a fixed rate of profit and thus kill incentive. 
Therefore it will permit the procuring agencies to take full advantage of their 
present techniques which are designed to encourage cost reductions. 

We suggest that the special rule be amended so that the aggregate of agreed 
profits under cost-plus-a-fixed-fee contracts cannot exceed the aggregate of the 
fees paid under such contracts. This amendment will remove any tendency, 
if in fact there be any such tendency, on the part of contractors to deliberately 
inflate costs under these contracts in order to provide a higher figure of agreed 
profits. 

CHart A 


EXAMPLES OF SPECIAL RULE CONTAINED IN SEC. 2, H.R. 5123 


Cost-plus-a-fixed-fee contracts 


[These examples selected to show the mechanics of the operation of special rule contained in H.R. 5128. 
They are intended to have no relation to any specific contractor] 


Percent- 
age Actual pratt pe per; Actual 
under- cost times! H.R. 5123) profit per 
Esti- Negoti- | Amount | run or Actual negoti- | (lesser of | contract 
mated | ated rate! of fee (over- cost ated fee | cols. 6 terms 
cost of fee run) rate or 8) 
estimated 
costs 
(1) (2) (3) (4) (5) (6) (7) (8) 
Percent Percent 
Contract A_........- $400, 000 5.5 | $22,000 5 | $380,000 | $20,900 (1) $22, 000 
Contract B__.......- 400, 000 6.0 24, 000 10 | 360,000 21, 600 (1) 24, 000 
Contract C.......... 400, 000 6.5 26, 000 380, 000 24, 700 (1) 26, 000 
Contract D_..__.-.-- 400, 000 6.0 24, 000 (5)| 420, 000 25, 200 (4) 24, 000 


i Not licable. CPFF figured in the aggregate. 
2 Carried to chart D. 
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Cuart B 
EXAMPLE OF SPECIAL RULE CONTAINED IN SEC. 2, H.R. 5123 


Incentive-type contracts 


(These examples selected to show the mechanics of the operation of special rule contained in H.R. 5123. 
They are intended to have no relation to any specific contractor] 


Nego- 
tiated 
sharing| Per- 
Nego- of cost jcentage Distribution | Agreed | Actual 
tiated savings) under- of cost savings | profit | profit 
Target | rate of | Target | orin- | run or | Actual or increases per per 
costs target | profit | creases | (over- cost contractor- H.R. con- 
profit con- run) Government 5123 tract 
tractor-| target terms 
Gov- costs 
ern- 
| ment 
a | @ (3) (4) ® | ® (7) (8) (9) 
| Percent Percent| Percent 
Contract ($400, 000 8 000 25-75 4 |$384, 000 | $4,000-$12,000 | $32,000 | $36,000 
Contract F_. 400, 000 8 | 32,000 20-80 5 | 380,000 5, 0-16, 000 32, 000 36, 000 
Contract G._....| 400,000 8 | 32,000 | 20-80 6 | 376,000 | 4,800- 19,200 | 32,000 | 36,800 
Contract H___-- 400, 000 8 | 32,000 | 20-80 (5)| 420,000 | (4, 000)-(16, 000); 32,000 | 28,000 
Carried to chart D. 
CuartT C 


EXAMPLE OF SPECIAL RULE CONTAINED IN SEC. 2, H.R. 5123 
Fived-price contracts profit ascertainable 


{These examples selected to show the mechanics of the operation of special rule contained in H.R. 5123+ 
They are intended to have no relation to any specific contractor) 


Percent- 
age under- Agreed | Actual 
Sales Rate of | runor Actual profit profit 
price Cost Profit | profit to | (overrun) eost per H.R./| per con- 
costs antici- 5123 tract 
pated terms 
cost 
(1) (2) (3) (4) (5) (6) (7) (8) 
Percent | Percent 
Contract I_.......... $440, 000 | $400,000 | $40,000 $380,000 | $40,000 $60, 000 
Contract J_..........| 440,000 | 400, 000 40, 000 10 4)| 416, 000 40, 000 24, 000 
Conpract . 2. 440,000 | 400, 000 40, 000 10 | 10 360, 000 40, 000 80, 000 
Fived-price contracts not ascertainable agreed-upon profit 
Percent- 
age under- Agreed | Actual 
Sales Rate of | runor Actual profit profit 
price Cost Profit | profit to | (overrun) cost per H.R.| per con- 
costs antici- 5123 tract 
pated terms 
cost 
(1) (2) (3) (4) (5) (6) (7) (8) 
Percent | Percent 
Contract L........-- $450, 000 VETER $400, 000 |.......... $50, 000 


1 Carried to chart D. 
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Cuart D 


EXAMPLE OF A YEAR’S OPERATIONS UNDER SPECIAL RULE PROVISIONS OF H.R. 5123 


[These examples selected to show the mechanics of the operation of special rule contained in H.R. 5123 
They are intended to have no relation to any specific contractor] 


“Agreed Actual 
profits” per profits 
H.R. 5123 


Fixed price, profit ascertainable. 120, 000 164, 000 
Difference between actual profits and “agreed profits’’—per H.R. 5123__..._.)..........---- 21, 560 
Profit from contracts with no ascertainable “agreed profits’’_._..............|_.....-..---.- 110, 000 
Total profits which may be recaptured if determined to be excessive 
in accordance with provisions of Renegotiation 131, 56 


Mr. Grier. I would like to refer to the statement of philosophy that 
Mr. Vinson has on the first page of his statement. The philosophy of 
what renegotiation is supposed to do. 

We have absolutely no quarrel with that statement as to the objec- 
tives of renegotiation which is fundamentally, to— 
eliminate profits that are clearly excessive and unreasonable on an overall basis— 
profits that it would be clearly unconscionable for a contractor to retain from 
his dealings with his Government under circumstances which preclude proper 
initial pricing. 

We do have a deep and abiding quarrel with what we conceive to 
be the departure of the Renegotiation Board from that philosophy. 

I will attempt to show later in my statement by factual situations 
that they have so departed. 

Mr. Chairman it is very difficult to talk about renegotiation in abso- 
lute terms because the act does not deal with absolutes. 

The act speaks of excessive profits a term which has been described 
as meaning unreasonable or unconscionable or windfall. You have 
heard those words used this morning by Mr. Vinson. 

However those terms are relative terms and they mean different 
things to different people. In the final analysis, however, they really 
mean what the user wants them to mean, and that points up the 
difficulty of discussing a law which lacks measurable objective 
standards. 

It also points up the difficulty facing the contractor. He has no 
way, absolutely no way, to prove that his profits are reasonable and 
is literally at the mercy of the board which has the unrestrained power 
to impose on him its interpretation of the statutes unmeasurable terms. 

Yesterday Mr. Dechert referred several times to the across-the- 
table negotiations between members of the Renegotiation Board and 
contractors in trying to determine whether or not profits were reason- 
able or unreasonable. 

The only conclusion that I can draw from Mr. Dechert’s statement 
is that he has never sat at that table. I have been on both sides of 
it and I can assure you that there is no negotiation in any sense of 
the term. It might + of interest to you to have a thumbnail sketch 


of how renegotiation operates. 
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The contractor files a financial statement which is sent out to one 
of the regional boards. The regional board then requires the con- 
tractor to supply considerable additional detailed information. There 
is an exchange of correspondence and perhaps conferences about some 
aspects of the case. 

The regional board then takes the case and comes to its own deter- 
mination as to the amount of excess profits, if any. 

In any large case, such as those in the airframe industry, the re- 
gional board’s determination is only a tentative or recommended de- 
cision to the Washington board. The regional board will ask the con- 
tractor, however, to sign an agreement to refund excessive profits if 
it determines that there are excessive profits. 

When the contractor signs the agreement, it is sent to the Wash- 
ington board for approval. If the board here does not approve, or 
if the contractor refuses to agree with the regional board, then the 
contractor is usually accorded a hearing here in Washington. 

Usually the hearing will cover a period of 2 or 3 hours in the 
morning, sometimes running into the afternoon. It generally con- 
sists of the contractor coming in and giving his reasons as to why he 
thinks he has no excess profits. 

The Board will ask questions from time to time. Rarely, if ever, 
does the Board bring out any of the facts that it has obtained from 
other sources. 

I can almost say categorically that it does not. 

After the hearing is over, the Board retires and usually on the same 
day comes back and says, “Mr. Contractor, your profits are excessive, 
in our opinion, by $10 million—period. 

There is no negotiation. Generally they will not even discuss the 
matter with you. Nothing, I assure you, could be more arbitrary 
than the way in which the Board’s decision is made. There is no 
negotiation, across the table or otherwise. 

t is a matter of history that renegotiation was designed in 1942 
to be an integral part of the procurement process. Its primary pur- 
pose was to assure reasonable prices for defense products and services 
at a time when the entire economy was being placed on a wartime 
footing and the normal forces of competition had ceased to exist. 

Under the conditions of World War II, renegotiation did play an 
essential part in the overall pricing policy of the services. 

Recently the proponents of. renegotiation have argued in justifica- 
tion of further extensions that prices for new weapons cannot be fore- 
cast with sufficient accuracy to prevent contractors from making ex- 
cessive profits. 

In our opinion this is a misconception. We believe the procurement 
procedures used by the Department of Defense are adequate to cope 
with the price problem of new weapons procurement. 

In this connection, it is important to distinguish between research 
and development contracts and production contracts. Production 
contracts for new weapons are generally preceded by preliminary 
studies, prototype construction, experimentation, and testing, usually 
extending over a period of years. These are contracted for separately, 
usually by cost-plus-a-fixed-fee contracts, a type of contract under 
which the fee—profit—does not change regardless of the costs incurred. 
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Normally, by the time volume production is underway, reliable cost 
data is available. This data has been gathered by representatives of 
the contracting agency, many of whom speed full time at the con- 
tractor’s plant. ey examine and audit actual cost data and produc- 
tion methods. This information, together with that gathered from 
other defense plants, is available for use by the Government in contract 
negotiations. 

We believe that the Department of Defense knows more about the 
cost of the items it buys than any other purchaser in the country. 

In accordance with Department of Defense procurement policies, 
contracts for production quantities generally contain incentive provi- 
sions, which encourage contractors to reduce costs and thus to reduce 
the price paid by the Government. 

the procurement. system recognizes the difference between 
research and development and volume production of new weapons and 
provides for different approaches to the establishment of fair and 
reasonable prices. 

In a word, Mr. Chairman, if we don’t know what it is going to cost 
with reasonable certainty the contract is made on a cost-plus-fixed-fee 
basis where the fee cannot vary irrespective of what the cost is. 

If we do know with reasonable certainty what the cost will be, the 
contract is made on the basis of a target. cost, and the contractor is 
given an incentive to reduce it, thereby reducing the price paid by the 
Government. 

The contracts are designed for two different purposes. 

We think it is demonstrably true that the administrators of renego- 
tiation have not accommodated their thinking to the changed times and 
procurement procedures. 

On the contrary, we believe they are actually working at cross pur- 
poses to the objectives of the purchasing agencies. The most notable 
example is the effective nullification of incentive contracts by the con- 
fiscation of incentive earnings. 

You will note from the chart that the companies listed thereon 
earned, during the designated years, incentive profits totaling 
$63,597,892 and the Renegotiation Board has demanded refunds from 
the same companies for the same years totaling $80,500,000, 

These contracts which the Renegotiation Board has said produced 
excessive profits are the very kind of contracts which Mr. Dechert 
told you yesterday the Department of Defense wanted to use to the 
greatest extent possible. They are also the same kind of contracts 
which Mr. Coggeshall characterized as having targets which were 
notably inaccurate. 

I do not know any better illustration of the cross purpose of the two 
agencies, one saying we want incentive contracts used to the greatest 
extent possible, the other saying that the basis for the contract is 
notably inaccurate. 

Well, if the target costs upon which the incentive is based are 
notably inaccurate, there is certainly no sense in continuing to use 
the contracts. 

On the other hand, if these contracts do serve a useful purpose and 
result in cost savings to the Government, there is no reason under the 
sun for Mr. Coggeshall to say they are notably inaccurate and to 
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demand that the contractor’s incentive profits be given back to the 
Government. 

You will see on our chart on page 5 a graphic illustration of the 
amount of incentive profits which the Board had tried to recapture 
from Boeing during the years 1952, 1953, 1954, and from North Amer- 
ican during 1958, 1954, and 1955, from Lockheed from 1953, 1954, and 
from Douglas 1953 and 1954. 

In most cases the Board not only demanded a refund of an amount 
which equalled the amount of incentive profits, but in fact exceeded it. 

I think, Mr. Chairman, that here is a graphic illustration of the 
fact that the surest way for a contractor to have this Board find that 
he has made excessive profits is to save on cost and thereby make some 
money. 

It is also the surest way to kill incentive, and if the incentive is 
killed it is surely the most certain way to increase the overall cost to 
the Government. 

Now, there is a growing suspicion, Mr. Chairman, that renegotiators 
pay little attention to the facts, but are limiting earnings under the 
guise of eliminating excessive profits. 

The Renegotiation Act defines excessive profits to mean : 

* * * the portion of the profits derived from contracts with the departments 
and subcontractors which is determined in accordance with this title to be 
excessive. 

In short, any profits are excessive if the Board says they are. 

It is often said that renegotiation is a matter of judgment. During 
the hearings before this committee last July, the Board’s chairman, 
stated that: 

* * * Renegotiation is entirely a judgment operation. There is no formula 
or yardstick, nor is there any ceiling on allowable profits. Specific factors pre- 
scribed in the act are applied to the facts of the individual case; that is how the 
determination is made * * *. 

That statement is made in connection with other statements to the 
effect that the Board is required to, and always does, “reward” effi- 
ciency on the part of the contractor. 

How you can reward a contractor by taking money away from him 
has always been a little mysterious to me. 

It may be of interest to the committee to examine into the reasons 
given by the Board for each year that it has made a final determina- 
tion of excessive profits for four large aircraft companies. These 
reasons are set out in the so-called statutory letter. 

Those relating to Boeing for the years 1952, 1953, and 1954, are in 
the record of the hearings held last July. I have with me copies of 
the statutory letters to North American, tony and Douglas, which 
I offer for the record. The following figures and computations are 
from information contained in those letters. 

ace CuarrMan. Without objection, they will be included in the 
record. 

Mr. Grier. Mr. Chairman, I do not have the letter with respect: to 
North American for the year 1955, because it has not yet been received. 
I do have the others which I will put in. 

The Cuarrman. Will you obtain this one from North American and 
include it in the record ? 

Mr. Grier. Yes, sir. 


. 


230 EXTENSION OF THE RENEGOTIATION ACT 


(The information referred to follows :) 


THE RENEGOTIATION Boarp, 
Washington, D.C., June 10, 1958. 
NortH AMERICAN AVIATION, INC., 
Los Angeles International Airport, Los Angeles, Calif. 
Attention of Mr. James H. Kindelberger, Chairman of the Board. 

GENTLEMEN: By letter dated April 15, 1958, you requested a written statement 
of the determination of excessive profits for your fiscal year ended September 
30, 1954, of the facts used as a basis therefor, and of the reasons of this Board 
for such determination. Pursuant to section 1477.2 of the Renegotiation Board 
Regulations under the Renegotiation Act of 1951, as amended (hereinafter re- 
ferred to as “the act”), such statement is hereby furnished to you. 

For convenience, your corporation will be referred to hereinafter as “the 
contractor.” 

As a result of renegotiation under the act for the fiscal year ended September 
30, 1954, this Board has determined that the contractor realized excessive profits 
in the amount of $14 million (net $12,786,088 after State income taxes) which 
should be eliminated pursuant to the act. In eliminating this amount, the 
contractor will be allowed the applicable credit, if any, for Federal income and 
excess profits taxes provided in section 1481 of the Internal Revenue Code of 1954. 

The determination stated above was based upon all pertinent information and 
data available to this Board. The facts and reasons considered essential to the 
determination are summarized herein. 


RENEGOTIABLE BUSINESS 


Renegotiable business comprised 99.6 percent of total sales. Productive re- 
negotiable sales showed an increase of 6.7 percent over the prior year and profits 
increased 24.1 percent. 

Of the renegotiable business 84 percent resulted from fixed price incentive 
sales and 13.7 percent from CPFF sales. 

The principal production under fixed price incentive contracts was aircraft 
models F-86D, F-86F, F-S86H, F-100A, AJ-2P, AJ-2, FJ-2, FJ-3 and T-28B. 
Under CPFF contracts the principal items were research and development, de- 
sign and fabrication of guided missiles, data, reports, ete. 

The following tabulation sets forth the results of operations, before renegotia- 
tion, for the current and prior years: 


(Thousands omitted] 


Price Total Nonre- Total 
Fixed redeter- | CPFF Incen- Termi- | renego- | negoti- busi- 
price mina- tive nations tiable able ness 
tion 
1954 
tee Ee $6, 664 $6,360 | $88,474 | $541,329 $1, 248 |1$644, 075 $2, 870 | 1 $646, 945 
CS See $547 $342 $3,327 | $51, 144 $47 | | $55, 316 ($375)| | $54, 941 
REESE EB 8.2 5.4 3.8 9.4 3.7 8.58 Loss 8.5 
1958 
a $8, 556 $4,263 | $67,750 | $503,416 | $19, 526 |3$603, 511 $7, 309 | 3 $610, 820 
ae $202 $192 $3, 190 $40, 7! $433 | 3 $44, 577 $18 | 2 $44, 505 
Se eee 2.4 4.5 47 8.1 2:2 7. 38 0.2 7.3 


1 Sales exclude $14,186,000 no fee facilities but profits are after inclusion of a $91,000 loss thereon. 
2 Prior to refund of $6,000,000 (before State taxes). 
3 Sales exclude $17,875,000 no fee facilities but profits are after inclusion of a $149,000 loss thereon. 
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COSTS AND EXPENSES 


The following tabulation sets forth an analysis of the elements of cost input 
for the current and prior years: 


1954 percent | 1953 percent 


The dollar amount of subcontracting included in material costs was not readily 
determinable by the contractor but it estimated that 21.3 percent of the total air- 
craft effort was subcontracted, as compared with 23 percent in the prior year. 

The contractor has objected to a disallowance in its advertising expenses in the 
amount of $246,166. With respect to this objection the Board has reexamined 
these expenses and finds that they do not qualify as a charge to renegotiable busi- 
ness under the Renegotiation Board Regulations, section 1459.7 (b). 


GOVERNMENT ASSISTANCE 


The respective cost values of Government-furnished and contractor-owned fixed 
assets at the beginning of the review and prior years are estimated as follows: 


1954 1953 


Amount Percent Amount Percent 


$87, 900, 000 74.7 | $70,000, 000 72.0 
29, 754, 311 25. 3 27, 163, 751 28.0 
117, 654, 311 100.0 97, 163, 751 100.0 


1 The value of 1953 Government facilities as furnished by the Air Force and Navy, and concurred in by 
contractor, plus $17,900,000 of additions acquired through no fee facility billings during 1953, produced 
je ae amount, Contractor has stated that both contractor and Government-owned facilities were fully 
utilized. 

STATUTORY FACTORS 
Character of. business 


In the review year, the same basic aircraft were produced as in the prior 
period but in different proportions. Of the total renegotiable sales in the review 
year, 84 percent thereof were under fixed price incentive contracts, primarily for 
fighter aircraft, as compared with &3.4 percent in the previous year. Within 
this category, the product mix reflected a reduction in F—86 airplanes sales and 
an increase in the F—100, AJ-—2, and FJ-2 aircraft sales. The sales of trainers 
represented the same proportion of sales in the current and prior years. 

In its submission, the contractor characterized its military aircraft business 
as follows: 

(a) It has extremely longtime cycles. 

(b) Itinvolves a high degree of complexity. 

(ec) Itissubject to rapid technological change. 

(d) Itis subject to intensive design competition. 

(e) It requires extraordinary technical emphasis and responsibilities. 

In describing its operations in the review year the contractor claimed: 

(a) That it was a highly integrated producer of military aircraft and 
associated products, 

(b). That approximately 21.3 pereent of total aircraft production effort was 
subcontracted. 

(c) That 55 percent of the dollar value of the company’s purchases went to 
organizations classified as small business. 

The contractor has stated that “* * * Except for the relatively higher degree 
of integration, the character of North American’s business was generally repre- 
sentative of the aircraft industry.” 
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The Board has concluded that the contractor is entitled to favorable con- 
sideration for its complex and well integrated manufacturing operations, as well 
as its research and development work in missiles and aircraft. 


Reasonableness of costs 


The contractor contends that its unit prices for aircraft deliveries in 1954 
compared favorably with the unit prices of similar aircraft types being produced 
by other manufacturers and that its price per airframe pound was considerably 
below the industry average. 

The Board has verified the correctness of the contractor’s statements. 
Risk 


The Renegotiation Board regulations state that the risk assumed by the con- 
tractor as a result of its pricing policy will be given particular consideration. 
In the review year, 84 percent of the renegotiable business resulted from fixed 
price incentive contracts and 13.7 percent from CPFF contracts, or a_ total 
of 97.7 percent from these two types of contracting instruments, which the Board 
has concluded cannot be considered as having involved the contractor in sub- 
stantial pricing risk. 

The contractor states that other risks are of relatively greater significance to 
the aircraft industry than pricing risks. To illustrate such other risks the con- 
tractor enumerates the following: 

1. A single customer. 

Comment: The Board recognizes that this situation involved risk, but 
Government procurement has been on a strong, continuing basis. 

2. Ahighly unstable market. 

(a) The contractor states that the total aircraft requirements of the 
Government have fluctuated suddenly and violently in the past. 

Comment: It is well known that the demand for military aireraft fell off 
sharply after World War II. This fact, together with the losses sustained 
in commercial ventures, resulted in a reduction in the net worth of many 
leading aircraft manufacturers in the 1945-47 period. Since 1949, the air- 
craft industry and the contractor in particular have continued to expand 
their sales, profits, and net worth. 

(6) The contractor states that “Unless enough capital has been accumu- 
lated to absorb losses, a few lean years could seriously impair the ability 
of the aircraft industry to meet possible future defense requirement * * *” 

Comment: The Board does not believe that this constituted a real threat 
to the contractor. It is noted that on September 30, 1949, it had a net 
worth of $47,993,370 and after payment of taxes and dividends in the 
amount of $27,480,263 (48.0 percent of net earnings), the net worth in- 
creased to $77,794,957 on September 30, 1954, entirely as a result of retained 
earnings. 

(c) The contractor points out that “* * * the aircraft industry has no 
reliable indicators like population or national income trends upon which 
to forecast its probable future business.” 

Comment: Reliance by the contractor on the Government has its advan- 
tages because the amount of defense expenditures is not dictated by either 
population or national income trends or affected by economic cycles. 

3. Long-time cycle and sudden shifts in customer requirements and con- 
tracting conditions. 

Comment: The Board recognizes that airplane production has always 
involved longtime cycles between design and finished products. However, 
it is clear that by the continuing flow of defense business, total facilities 
available to the contractor have been utilized to generate substantial sales 
and profits. 

4, Intense competition for available business. 

Comment: The Board recognizes that there is strong design competition 
for the available aircraft, missile and rocket business. However, experience 
has shown that each of the relatively few competitive companies has con- 
sistently received an adequate share of the available business. It is in 
anticipation of this continuing condition that the Government has invested 
huge sums in facilities for each of these companies. 

5. Rapid technological progress. 

Comment: The Board recognizes the difficulty of maintaining design 
superiority in an industry with such rapid technological progress. ‘These 
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rapid changes and new products however have been responsible for the 
enormously increased defense expenditures, and have provided organiza- 
tions with design superiority abilities the opportunity to obtain a larger 
share of this increased volume of business. 

6. System responsibility. 

Comment: The contractor indicates that it has responsibility for design 
and performance of a weapon system including engines, electronic gear, 
and other intricate equipment even though some of these components are 
produced by others. 

The Board recognizes this as true but has concluded that in the year 
under review the contractor assumed only those responsibilities normal 
to its industry. : 

7. Specialized capabilities and facilities, together with difficulty in 
switching to nonmilitary products when military demands decline sharply. 

The contractor indicates that all of its facilities and capabilities are 
directed to aircraft, missiles, and related work and as a result it is not 
equipped to compete for nonmilitary work should military requirements 
be curtailed. 

Comment: The Board recognizes the contractor’s concentration on mili- 
tary requirements, but is satisfied that the record of sales and profits 
clearly indicates that these specialized efforts have been well rewarded. 


Efficiency 

The contractor states that comparisons of its fighter plane production per- 
formance with the 1954 industry average indicate, in terms of the standard 
industry measure of efficiency—man-hours per airframe pound—that it was 
at least 10 percent more efficient than the average aircraft manufacturer at 
comparable points in production on comparable programs. 

The contractor also states that its more efficient production performance 
was achieved despite labor shortages involving certain essential skills, rising 
wage rates, and higher material costs. 

Comment: The contractor’s claims to efficiency, as measured by labor man- 
hours per pound of airframe, have been verified by procurement agencies. 

The contractor has submitted examples of its efficiency in the year under 
review which it claims are capable of measurement as dollar savings, as follows: 

1. Economy in buying through combining purchase orders resulted in a 
savings of $10 million. 

2. Encouraging competition and competitive practices among its suppliers 
resulted in a saving of $200,000 by the placing of a new order for F-100 landing 
gear with a second source. 

3. Use of price redetermination contracts with suppliers, utilizing cost 
analysis and learning curves, resulted in refunds of $2 million to the Los Angeles 
division. 

4. Use of multipurpose tools designed by the contractor on one particular 
contract saved $36,000. 

5. Improvements made in 1953 and 1954, increasing the output of hydraulic 
press operations, resulted in an estimated annual saving of over $1 million. 

6. Development of method for hydropress die quench forming on F—86H wing 
grids resulted in an estimated savings of over $50 per unit. 

7. Contractor’s material conservation program was the first in the aircraft 
industry and has since been copied by other aircraft companies and large in- 
dustrial concerns. As an illustration, floored hardwood costs were reduced 
from $19 per month per employee in 1948, to $1.21 per month in 1954. 

The Board has given consideration to these claims, as well as to others of 
a more general nature made by the contractor, 


Contribution 


The contractor states that its F-86 aircraft has decisively demonstrated its 
superiority over the fighter aircraft of any other nation in the world. In this 
period it commenced the production of the first supersonic fighter aircraft, the 
F-100 series. The contractor claims substantial progress in the development 
of missiles, rocket engines, electronics, and control devices. 

Comment: From information received from the contractor and verified by 
military procurement sources, the Board has concluded that the contractor’s 
contribution to the defense effort in the review year was outstanding. 
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Capital employed and net worth 

As set forth above under Government assistance, it can be seen that this 
contractor continued to rely on the Government for the major portion of facilities 
employed in renegotiable business. 

The return on total beginning net worth was 84.4 percent before State and 
Federal taxes. 


Reasonableness of profits 

In arriving at its determination, the Board gave careful consideration, under 
each of the statutory factors, to the performance of the contractor under fixed 
price incentive and CPFF contracts, which accounted for 97.7 percent of total 
renegotiable business. It was concluded, in view of the contractor’s large volume 
of business and the minimal risks undertaken under these types of contracting 
instruments, and the very substantial assistance furnished by the Government, 
that the profits realized on such business exceeded a fair and reasonable level. 

To support the reasonableness of its profits, the contractor claims: 

1. That its rate of profit to sales before Federal taxes and after renegotia- 
tion during the war period (1942-45) was higher than the 1954 profit rate 
before renegotiation ; and that the profits retained by the contractor during 
the war period represented a higher average percent of return on net worth 
after renegotiation than those before renegotiation in 1954. 

Comment: The Renegotiation Board regulations provide that in making 
comparisons with fiscal periods before those subject to the act, profits during 
World War II will not be regarded as determinative. Furthermore, during 
the war years the fixed price business was not of the incentive type and 
hence involved a greater degree of pricing risk. 

With respect to the return on net worth in the war years, the contractor’s 
submission indicates that the rate decreased year by year from 1942 to 1945. 
In 1945 the return on net worth after renegotiation was not too dissimilar to 
that resulting after the current determination of excessive profits. The 
higher returns in the earlier war years recognized that the aircraft industry 
was then in the early growth stage, had limited financial resources, and 
faced an uncertain future. 

In contrast, by 1954, the industry and the contractor had reached financial 
maturity and strength. 

2. That the return on net worth for 1954 is not realistic because it fails 
to take into account the replacement value of the contractor's plant and equip- 
ment, goodwill, and fully depreciated property. 

Comment: As indicated in Renegotiation Staff Bulletin No. 10, any attempt 
to inquire into the present fair market value of the contractor’s investment 
would convert renegotiation into a long, drawn out public utility type of rate- 
making proceeding not contemplated by the Renegotiation Act. 

3. That the contractor’s operations should be considered in terms of “real” 
income, by taking into account the inflationary value of the dollar. 

Comment: The Renegotiation Act makes no provision for recognition of 
the changing purchasing power of the dollar. 

4. That profit comparisons with competitors of the contractor and others 
show the contractor’s profit to be reasonable. Thus: 

(a) The contraetor’s profit rate, as well as that for the 12 major aircraft 
companies, has consistently been below the average of all U.S. manufacturing 
conipanies. 

Comment: The return on sales is only one of the bases used in measuring 
profits. Another is return on net worth, especially when such return is 
affected by substantial assistance from the Government. By this standard, 
the contractor and the aircraft industry in the year under review experienced 
a profit rate substantially higher than the average of all U.S. manufacturing, 
companies. 

(b) The contractor has historically earned a higher rate of return on sales 
than the average for the major aircraft companies, 

Comment: This fact tends to be offset by the fact that this contractor has 
been among thé highest in the use of Government furnished fixed assets. 

(c) The company’s rate of profit was not high in comparison with other 
post-war vears, and that in 5 of these 8 years its rate of return on sales was. 
higher than in 1954. ‘ 

Comment; While the rate of profit in certain prior years may have been 
higher, the dollar amounts involved in those early periods were much less. 


For example, the renegotiable sales in 1954 were $644.1 million and profits 
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$55.3 million. In 1949, a higher rate of profit year, renegotiable sales were 
only $5.8 million and profits $0.7 million. 


CONCLUSION 


After examining the contractor’s performance under each of the statutory fac- 
tors, and considering the continued high level of military sales, the substantial 
Government assistance received, and the relatively small degree of risk incurred, 
the Renegotiation Board determined that North American Aviation, Inc., had 
realized excessive profits in 1954 in the amount of $14 million prior to, and 
$12,736,088 after, adjustment for State taxes measured by income. 

Very truly yours, 
NATHAN Bass, Secretary to the Board. 


THE RENEGOTIATION BOARD, 
Washington, D.C., March 22, 1957. 
NoRTH AMERICAN AVIATION, INC., 
Los Angeles International Airport, 
Los Angeles, Calif. 
(Attention of Mr. J. L. Atwood, President.) 

GENTLEMEN: Pursuant to the request contained in your letter of February 
25, 1957, in accordance with R.B.R. 1477.2, there is tendered herewith (1) a 
statement of the determination of excessive profits that accrued on your re- 
negotiable contracts during the fiscal year ended September 30, 1953; (2) a 
statement of the facts upon which the determination was based; and (3) the 
reasons for the determination, including the application of the statutory factors. 
For convenience, you will sometimes be referred to hereinafter as the contractor. 

The Board’s determination of excessive profits in the amount of $6 million 
prior to adjustment for State taxes on income, was based upon data submitted 
by you prior to a hearing before a division of this Board on January 9, 1957, 
upon information developed at that hearing and upon information secured from 
other Government agencies. 


RENEGOTIABLE BUSINESS 


Renegotiable business comprised 98.8 percent of total sales. Productive re- 
negotiable sales showed an increase of 108.5 percent over the prior year and 
profits increased 211.8 percent. 

83.4 percent of the renegotiable business resulted from fixed price incentive 
sales and 11.2 percent from CPFF. 

The principal production under fixed price incentive contracts was aircraft 
models F-86 D, F-86 F and T-28 A. Under CPFF contracts, the principal items 
were research and development, design and fabrication of guided missiles, data 
reports, etc., and other research and development. 

The following tabulation sets forth the results of operations, before renegotia- 
tion, for the current and prior fiscal year: 


{In thousands] 


| 
| | Price | Total Nonre- Total 
| Fixed | redeter- | CPFF | Incen- Termi- | renego- | negoti- busi- 
| price mina- | tive nations | tiable able ness 
| tion 
1953 } | 
Sales....-.--..------] $8,556 $4,263 | $67,750 | $503,416 | $19, 526 | $603,511 $7,309 | $610, 820 
Profits ---| 2 | $192 $3, 190 $40, 709 $433 | $44,577 $18 $44, 595 
2.4 4.5 4.7 8.1 0.2 7. 
| 
1952 
Sales__.__. $11,861 $14,458 | $47,699 | $215, 497 $289,515 | $8,344 | $297,859 
\ ($54) $236) $13,203). $04, 297 $508 $24, 805 


' Does not include no-fee facility billings. 


40698— 59——-16 
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Costs and expenses 


The following tabulation sets forth an analysis of the elements of cost input 
for the current and prior year: 


1953 (percent) |1952 (percent) 


The dollar amount of subcontracting included in the material costs was not 
readily determinable by the contractor but it stated that approximately 23 per- 
cent of the total aircraft effort was subcontraced. 


Government assistance 


Ratios of Government and contractor fixed assets to total fixed assets employed 
at the beginning of the review year are set forth, as follows: 


Amount Percent 


1 Approximate value as furnished by the Air Force and Navy—concurred in by the contractor. 


STATUTORY FACTORS 
Character of business 


The contractor’s business was extremely complex. As stated heretofore, it 
was engaged in major production for the Air Force of several configurations of 
F-86, as well as continued production of the T-28A. Also produced were three 
engine bombers and single engine jet fighters for the Navy. In addition, the 
contractor was engaged in development, or early production of five new types of 
airplanes for the Air Force and Navy. 

A major effect of the contractor was directed to continued research and de- 
velopment in the missile and aircraft fields. 

The contractor is entitled to favorable recognition for its comparatively higher 
degree of integration which is reflected in lower subcontracting than some other 
major producers in this field. 


Reasonableness of costs 


Contractor effected close control of costs in its own plant and was successful 
in administering its subcontracting program on the same basis. This has been 
accomplished by applying the learning curve technique to subcontractors and 
thereby achieving an overall low cost per pound of airframe. The contractor's 
ability to effect economical performance was assisted by the fact that a large 
portion of its airplane ppeneetien was of the same basic design as had been pro- 
duced in prior periods. 

Risk 

It is not considered that the contractor incurred a risk incident to pricing 
inasmuch as 83 percent of its renegotiable business was under fixed price in- 
centive type contracts which because of their terms and administration cannot 
be considered as involving a substantial pricing risk. In addition, a major por- 
tion of the contractor’s efforts in the year under review has dealt with produc- 
tion of basic airplanes with which it has had long production experience. 

The contractor ‘has chosen to limit its activities primarily to production and/ 
or research for defense equipment. It is recognized that although this situation 
involves risk, the requirements of Government procurement have been on a 
strong, continuing basis. 


— 
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Efficiency 

The contractor’s long established record of low cost production as measured 
by man-hours per pound expended is again present in the year under review and 
this fact is confirmed by procurement agencies. 
Contribution 


The record of this contractor’s fighter aircraft in the Korean hostilities is 
ample proof of substantial contribution to the national defense. 

Its continuance in the forefront of advanced fighter type aircraft was further 
attested to by the design and early production of the F—100 in the review year. 


Capital employed and net worth 


As indicated above under Government assistance, the contractor relied very 
heavily on the Government as a source of facilities employed in renegotiable 
business. The return on total beginning net worth from total profit for re- 
negotiation was 77.6 percent before State and Federal taxes. 


Reasonableness of profits 


Full recognition has been given to the favorable factors mentioned above, but 
the substantial increase in Government purchases in this period, accompanied 
us they were by a large proportion of Government fixed assets, has generated 
profits in an amount greater than can be considered reasonable. 


Conclusion 


The Board determined that North American Aviation, Inc., realized excessive 
profits in the amount of $6 million during its fiscal year ended September 30, 
1953. This amount is subject to adjustment for State taxes on income. 

Very truly yours, 
NATHAN BaASs, 
Secretary to the Board. 


THE RENEGOTIATION BOARD, 
Washington, D.C., February 18, 1959. 
Subject: Renegotiation preceedings, Lockheed Aircraft Corp., consolidated with 
Lockheed Aircraft Service, Inc., Lockheed Aircraft Service-International, 
Inc., Lockheed Air Terminal, Inc., year ending December 31, 1954. 
LocKHEED AIRCRAFT CORP., 
Burbank, Calif. 
(Attention: Mr. D. E. Browne, vice president—finance and controller.) 


JENTLEMEN : By letter dated January 21, 1959, you requested a written state- 
ment of the determination of excessive profits for your fiscal year ended December 
31, 1954, of the facts used as a basis therefor, and of the reasons of this Board 
for such determination. Pursuant to section 1477.2 of the Renegotiation Board 
regulations under the Renegotiation Act of 1951, as amended (hereinafter re- 
ferred to as the act), such statement is hereby furnished you. 

For convenience, your corporation and wholly owned consolidated subsidiaries 
will be referred to collectively hereinafter as the contractor. 

As a result of renegotiation under the act for the year ended December 31, 
1954, this Board has determined that the contractor realized excessive profits in 
the amount of $6 million (net $4,565,399 after State income taxes) which should 
be eliminated pursuant to the act. In eliminating this amount, the contractor 
will be allowed the applicable credit, if any, for Federal income taxes provided 
in section 1481 of the Internal Revenue Code of 1954. 

The determination stated above was based upon all pertinent information and 
data available to this Board. The facts and reasons considered essential to the 
determination are summarized herein. 


RENEGOTIABLE BUSINESS 


Renegotiable business, exclusive of no fee facility billings, comprised 87.8 
percent of total sales. Productive renegotiable sales and profits showed a de- 
crease of 15.7 percent and 12.5 percent, repectively, from the prior year. The 
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following tabulation sets forth a summary of renegotiable business (excluding no 
fee facility billings) for the current and prior years: 


{In thousands] 


1954 1953 
Amount Percent Amount Percent 
of total of total 
CPFF: 
$219, 507 34.1 $197, 405 25.9 
Fixed price incentive __-_-- 365, 967 56.9 512, 287 67.2 
Price redetermination 27, 769 4.3 , 290 3.3 
4,774 .8 6, 596 


The principal production under fixed price incentive contracts was airplane 
models P2V patrol bombers, T-33, T-33A and TV-2 jet trainers, R7V-—1 trans- 
ports, WV-2 radar search planes, F-94C jet interceptors and spare parts. Un- 
der CPFF incentive fee contracts, the production was B-47E bombers and C-— 
130A transports. Other CPFF business represented B-47E modification, design, 
and manufacture of YC—130 transport, XF—104 fighter, and X-7 missiles. 

The following tabulation sets forth the results of operations, before renegotia- 


tion, for the current and prior years: 


[000 omitted] 
Price Fixed Total Nonre- Total 
Fixed redeter- | CPFF | price in- | Termi- | renego- | negoti- busi- 
price mina- centive | nations iated iated ness 
tion 
1953 
Es $4, 77 $27,769 | $244,709 | $365, 967 ($125) |' $643, 004 $89, 515 | | $732, 609 
eee $213 $2, 039 $17,906 | $25,995 ($14); $46, 139 $310 $46, 449 
4.5 7.3 7.3 Loss 7.2 0.3 6.3 
1958 | 
$6, 596 $25, 290 | $218,444 | $512, 287 $149 766 $64, 034 | 2? 826, 800 
$318 | $1,699 | $8 $42, 272 ($8)| $52,724 | ($5, 518)| $47, 206 
Se 4.8 6.7 3.9 8.3 Loss | 6.9 Loss 5.7 


1 Excludes $11,841,000 no fee facility billings. 
2 Excludes $15,278,000 no fee facility billings. 
* Prior to refund of $6,000,000 (before State taxes). 
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Costs and expenses 

The following tabulation sets forth an analysis of elements of cost input for 
the CPFF and fixed price incentive type business which makes up 38.0 percent 
and 56.9 percent respectively of the total 1954 renegotiable business (exclusive 
of no fee facility billings). 


CPFF Fixed price 
incentive 
| 
| 1954 1953 1954! 1953 
Percent | Percent | Percent | Percent 


1 Percentages for 1954 under fixed price incentive business are based on cumulative chargés to work in 
process to June 24, 1956, and are not necessarily indicative of fiscal year amounts. 


From the above it can be seen that substantial portions of the work con- 
tinued to be subcontracted. 

As in the prior year, the contractor argues that the renegotiable costs should 
be adjusted to reflect a “dilution of labor’ factor. The Board has restudied 
this claim and has concluded that the matter should be considered under the 
stautory factors, as in the prior year, because it is not of a nature to warrant 
a specific dollar adjustment. The Board notes that the amount claimed by the 
contractor in the review year is $1,679,445 as compared with $6,717,779 in the 
prior year. 


Government assistance 


The following tabulation sets forth the ratios of Government and contractor 
furnished fixed assets to the total employed in renegotiable business at the 
beginning of the current and prior years. The amounts assigned to the re- 
negotiable business in the California Division have been estimated on a cost of 
Sales basis as adjusted : 


[000 omitted] 
1954 1953 
Amount | Percent | Amount | Percent 
of total of total 
‘Government: 
‘Contractor: 
7, 988 37.0 45, 477 38.0 
Total facilities. 129, 675 100.0 | 119,782 100.0 


Character of business 

The contractor’s renegotiable business, in common with that of other principal 
airframe manufacturers, was exceedingly complex and during the year under 
review its production was very diversified. Among its major efforts was its 
production, as an alternate source, of the Boeing designed B-47 bomber. The 
contractor designed and produced in significant amounts its own interceptors, 
trainers, anti-submarine patrol, constellation-type transport and radar search 
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plane. The contractor’s aircraft production was similar in type to that in the 
prior year, but with a different product mix. 


REASONABLENESS OF COSTS 
California, in general 

The contractor claims that in its California division between 1953 and 1954 
there was a decrease of 29.5 percent in the average man-hours expended per 
pound of airframe produced and that this pattern of improvement was reflected 
in the average monthly production of military airframe per direct employee from 
86.1 pounds in 1953 to 92.1 pounds in 1954. 

Comment: The contractor’s claims for reduced costs were similar in nature 
to those made in the prior year, and the contractor states that these reductions 
were extended and expanded in 1954. As increased production experience was 
gained in run-out of contracts, or in large follow-on production contracts, the 
Board considers that the contractor would normally effect cost savings. 

The contractor has set forth certain economies effected by management, which 
fall into the general areas of : 

(a) Office organization—savings in duplicating and reproducing costs, tabulat- 
ing and use of high-speed electronic devices. 

(b) Manufacturing engineering—including manufacturing research, plant 
engineering, project planning, project tool design and standard tool control. 

(c) Material organization—including material control, purchasing and outside 
manufacturing, receiving and shipping and traffic and transportation. 

(d) Production organization—including activities in the assembly divisions, 
fabrication divisions and production control division. 

(e) Material conservation. 

(f) Manpower conservation and programing—including analysis of general 
manpower conditions, labor relations, employee training, direct and indirect 
labor, employment turnover and industrial safety. 

Georgia, in general 
m The contractor claims that economies have been effected in broad areas, as 
ollows : 

(a) Program of cost reduction on an overall basis. This includes accounting 
phases such as realistic budgeting and management control thereof, applying 
engineering skill to particular problems, comparison of production with stand- 
ards, measurement of performance, and timely cost reporting. 

(b) Decrease in administrative and other indirect expenses. The contractor 
has submitted data indicating reductions per direct labor hour in the areas of 
factory overhead, contracting and administrative expenses, and engineering 
overhead. 

(c) Overall conservation program. 

(d) Reduction in use of critical materials and development of substitute 
materials. 

(e) Decrease in quantity of materials used in relation to production. 

(f) Decreases in prices paid to vendors. 


Cost plus incentive fee and fired price incentive contracts 


The principal renegotiable business in the year under review was cost-plus- 
incentive fee and fixed-price-incentive business, which made up 91.0 percent of 
the total productive sales. 

On the fixed price incentive sales representing 56.9 percent of the total pro- 
ductive sales, the contractor claims that it has effected savings computed on 
sales under current contracts in other periods as well as the year under review 
in the areas of: 

(a) Overhead rates. 

(b) Subcontracted and purchased material. 

(c) Labor hours. 

With regard to (a) above, the contractor claims that, while it exerted every 
possible effort to hold these rates within reason and to reduce indirect operating 
expenses, there was an over-run of costs of $1.1 million in this area, which were 
offset in the other two areas. 

With regard to (b) above, the contractor represents that there were material 
sayings of approximately $7.1 million, of which $6.5 million represented savings 
in materials, and $0.6 million in subcontracting. 

The contractor states that subcontracting savings were accomplishd by co- 
ordination and technical assistance rendered to subcontractors in several diverse 
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manufacturing areas. Also, it was able to effect savings by price negotiations. 
The contractor states that price negotiations with subcontractors, generally, 
are completed before final target price negotiations, and savings are included in 
reduced target prices. 

Because of follow-on contracts for quantities of T-33 and F-94C planes, the 
contractor had an opportunity to exert extremely good purchase bargaining 
techniques. 

It states that material usage in excess of standard requirements took a sharp 
decline after 1952. This fell in two categories, as follows: 

1. Those reductions to which the contractor has attached dollar savings. 

2. Those to which the contractor has not attached dollar savings. 

In category 1 above, the contractor has listed areas of material conservation 
in which it computed estimated savings attributable to the year under review 
of $1.2 million, including: 


Rework of exterior scratch surfaces 320, 000 
Recovery and reassignment of office equipment and furniture____-~_~ 140, 000 
Use of recast aluminum chips instead of kirksite_ eee ee se 100, 000 


Category 2 above includes the following : 

(a) Material conservation. 

(b) Program for review and reconciliation of controlled purchased parts and 
requirements. 

(c) Controls and vigilance in the use of miscellaneous small parts. 

(d) Material inventory records improvement program which switched from 
manual system to mechanical and finally to an electronic system. 

(e) Quality control improvement resulting in material cost savings. 

In (c) above, the contractor claims that it reduced the number of direct labor 
hours from the negotiated targeted hours. In support of this claim the con- 
tractor has presented tabulations showing plane model, lot number, and number 
of planes in each lot and the direct hours expended per pound of airframe pro- 
duced. The contractor indicates dollar savings on the following models: 


Model: Total savings 
Constellation models (net of a $2,000,000 overrun) —------__--_ 400, 000 


The contractor claims that, in 1954, specific improvements resulting in cost 
reductions included the following : 

1. Engineering division.—A new system of cost control established in May 1953. 

2. Planning and total costs —Comprehensive study of airplane changes, applica- 
tion of new plastic for dies and jigs, reduction in processing errors, better use of 
mockups and devices for making duplicate templates. 

3. Production.—(a) New machines and equipment installed in 1953 and 1954— 
21 items listed. (b) Improvement in procedures and methods—15 examples 
given. (c) Rearrangement of facilities and organizational changes—12 examples 
given. 

With regard to the cost-plus-incentive-fee-type business, Contract No. AF— 
33 (038)-—21030 with billings of $159.2 million in 1954 represents 72.5 percent of 
the total of this class of business. 

The final total negotiated target cost on this contract (excluding design 
changes) was $449.1 million and the actual final cost was $354.6 million—a 
variation of $94.5 million. This variation represents 21 percent of final target 
cost and 26.7 percent of actual final cost. In support of its contention that this 
variation represented cost reductions effected by the contractor, it has submitted 
three areas of explanation. 

The first of these is a detailed chronology of various proposals, negotiations, 
and accounting schedules showing elements of cost through the major negotiating 
phase of this contract. The second is a series of contractor claims among which 
are (a) that procurement authorities had cost experience with this and other 
types of plane, and (b) that the Air Force had qualified personnel assigned to 
the Georgia plant, and (c) that the contractor exercised supervision over its 
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subcontractors and provided a management incentive compensation plan. The 
‘third is the area of economies set forth under Georgia—in general, above. 

The contractor’s claim that it had reached a point of 76 percent on the learner’s 
curve in the B-47 program was confirmed by other Government agencies and is 
considered commendable. 

The contractor states that the incentive portion of this contract allocated to 
the year under review amounted to profits of $6.4 million. 


From evidence presented by the contractor and confirmed by Government 
agencies with respect to all of the contractor’s claims for cost reductions, the 
Board recognizes the contractor’s costs in this period as being reasonable, and 
with regard to the contractor’s performance on the jet trainers, the costs were 
recognized as being the lowest in the industry. 

As in the prior year, the Board has given consideration to the contractor’s 
claims that profits on its nonrenegotiable business suffered as a result of dilution 
of employee experience due to personnel transfers from civilian to military 
projects. As shown under costs and expenses above, the Board recognizes that 
the amount was substantially less than that claimed in the prior year. 

Risk 

The Renegotiation Board regulations state that the risk assumed by a con- 
tractor as a result of its pricing policy will be given particular consideration. 
In the review year, 94.9 percent of the productive renegotiable business resulted 
from CPFF and fixed price incentive contracts, which because of their terms 
cannot be considered as having involved the contractor in unusual pricing risk. 

The contractor has enumerated a number of risks to which it is exposed. 
The Board has considered these and believes that the contractor assumed no 
greater risks than other members of the industry to which it belongs. These 
risks have been taken into consideration by the Board in reaching its determi- 
nation. 

Efici 

The contractor’s claims for efficiency during the year under review were 
asserted under the following classifications: 

(a) Quantity of production.—Insofar as it was within the contractor's control, 
it met all of its production schedules. This claim was substantiated by other 
Government agencies. 

(b) Quality of production.—The contractor has claimed that it maintained 
standards of quality which have been reflected in all production areas. This 
has beeen fully corroborated by other Government agencies. 

(c) Reductions of cost and conservation of materials and manpover.—These 
factors have been dealt with under reasonableness 6f costs discussed above, and 
the Board has given favorable consideration to the contractor's claims of economy 
in the utilization of materials and manpower, as well as facilities. 

The contractor submitted separate data for its fixed price incentive contracts 
and cost plus incentive contracts, in support of its claim for efliciency, as meas- 
ured by reduction in costs between firm target and actual costs. In determining 
the variations between final target and actual costs, the computations were 
determined on a total contract basis, which included, for the most part, opera- 
tions during periods other than the year under review. 

It is the opinion of the Board that the presentations did not establish that 
the contractor had effected substantial cost savings by reasons of methods or 
techniques instituted after the firm targets were set and which, therefore, were 
not available for consideration in setting the firm target costs. In the opinion 
of the Board, the presentation did lend support to claims of efficiency of the 
contractor’s operations in general. 


Contribution 


The contractor is entitled to favorable consideration for its design and pro- 
duction of a large volume of varied military aircraft urgently needed in the 
national defense. ‘ Favorable consideration is also due for the contractor's activi- 
ties in experimental aircraft and missiles. 
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Capital employed and net worth 


As already set forth under Government assistance, the contractor continued 
to rely on the Government for a substantial portion of the fixed assets employed 
in renegotiable business. 

The return on beginning net worth allocated to renegotiable business was 70.6 
percent before State and Federal taxes. 


Reasonableness of profits 


Notwithstanding the decrease in sales and profits from the prior year and 
the contractor’s acknowledged efficiency and lowered costs, the Board has con- 
cluded that the contractor’s renegotiable profits, accompanied as they were by 
substantial Government assistance and subcontracting as well as the minimal 
risks to which the contractor was exposed by reason of 94.9 percent of its pro- 
duction being either CPFF or fixed price incentive, are greater than can be 
considered reasonable. 

CONCLUSION 


The Board determined that the contractor realized excessive profits in the 
amount of $6,000,000 ($4,565,399 after State income tax adjustment) during its 
fiscal year ended December 31, 1954. All of such excessive profits have been 
allocated to Lockheed Aircraft Corp. (parent company). 

Very truly yours, 
NATHAN Bass, Secretary to the Board. 


Exuisir B 


THE RENEGOTIATION BOARD, 
Washington, D.C., July 12, 1957. 
Subject: Renegotiation proceedings, Lockheed Aircraft Corp., consolidated with 
Lockheed Aircraft Service, Inc., Lockheed Aircraft Service-International, 
Inc., Lockheed Air Terminal, Inc., year ended December 31, 1953. 
LOCKHEED AIRCRAFT CORP., 
2555 North Hollywood Way, 
Burbank, Calif. 
(Attention: Mr. D. E. Browne, Vice President, Finance and Controller) 


GENTLEMEN: By letter dated June 17, 1957, you requested a written state 
ment of the determination of excessive profits for your fiscal year ended De- 
cember 31, 1953, of the facts used as a basis therefor, and of the reasons of 
this Board for such determination. Pursuant to section 1477.2 of the Renegotia- 
tion Board regulations under the Renegotiation Act of 1951, as amended (here- 
inafter referred to as the act), such statement is hereby furnished to you. 

For convenience, your corporation will be referred to hereinafter as the 
contractor. 

As a result of renegotiation under the act for the fiscal year ended Decem- 
ber 31, 1953, this Board has determined that the contractor realized excessive 
profits in the amount of $6 million (net $4,254,978 after State income taxes) 
which should be eliminated pursuant to the act. In eliminating this amount, 
the contractor will be allowed the applicable credit, if any, for Federal income 
and excess profits taxes provided in section 1481 of the Internal Revenue Code 
of 1954. 

The determination stated above was based upon all pertinent information and 
data available to this Board. The facts and reasons considered essential to the 
determination are summarized herein. 


RENEGOTIABLE BUSINESS 


Renegotiable business, exclusive of no fee facility billings, comprised 92.3 
percent of total business performed in the year under review. Productive re- 
negotiable sales showed an increase of 96.6 percent and profits thereon in- 
creased 196.2 percent over the prior year. 67.2 percent of the renegotiable 
business resulted from fixed price incentive sales and 28.6 percent from CPFF. 
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Renegotiable sales and profits, before renegotiation, are shown in the table 
below, together with the operations for the prior year, 


(000 omitted] 
Price Total Nonre- Total 
Fixed redeter- | CPFF Incen- Termi- | renego- | negoti- busi- 
price mina- tive nations tiated ated ness 
tion 
1953 
Se baal dp EE $6,596 | $25,290 | $218,444 | $512, 287 $149 |' $762,766 | $64,034 | | $826, 800 
$318 $1, 699 $8,433 | $42, 272 ($8)| $52,724 | ($5,518)| $47, 206 
{ 4.8 6.7 3.9 8.3 Loss 5.7 
$3,235 | $27,684 | $119,777 | $237,024 $163 |4$387, 883} $41,265 | 4 $429, 148 
($28) $1, 629 $4, 724 $11, 500 ($25)| $17, 800 ($2, 412) $15, 388 
Loss 5.9 3.9 4.9 Loss 3.6 


1 Exclusive of $15,278,000, no fee facilities. 

2 As adjusted to refiect reallocation of $250,000 advertising expense to nonrenegotiable business. 
3 The contractor was cleared for 1952. 

4 Exclusive of $24,444,000, no fee facilities. 


Costs and expenses 


The following tabulation sets forth an analysis of the elements of cost input for 
the CPFF and the fixed price incentive type business which make up 28.6 and 
67.2 percent of total renegotiable business (exclusive of no fee facility billings), 
respectively : 


| 


! 
CPFF | Fixed-price 


| incentive 
| 
Percent | Percent 


From the above it can be seen that a substantial amount of the work has been 
subcontracted. 


Government assistance 


The following tabulation sets forth the ratios of Government and contractor 
furnished fixed assets to the total employed in renegotiable business. The 
amounts assigned to renegotiable business in the California Division have been 
estimated on a cost-of-sales basis, 


[000 omitted] 
| Amount Percent 

‘Government: | 
Total Government _________- 74, 305 62.0 
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STATUTORY FACTORS 

Character of business 

The contractor’s renegotiable business, in common with other principal air- 
frame manufacturers, was not only exceedingly complex, but during the year ° 
under review was very diversified. Among its major efforts, as an alternate 
source, was the production of Boeing’s B-47 bombers. The contractor designed 
and produced its own interceptors, trainers, antisubmarine patrol, and Constella- 
tion-type transports in significant amounts. 


Reasonableness of costs 

From evidence presented by the contractor and confirmed by Government 
agencies, the Board recognizes the contractor's costs in this period as being 
reasonable. 

In addition, the Board has given consideration to the contractor’s claim that 
its profits on nonrenegotiable business suffered as a result of dilution of em- 
ployee experience due to personnel transfers from civilian to military projects. 


Risk 

Because 95.8 percent of the contractor’s productive renegotiable business was 
performed either under fixed-price incentive or CPFF-type contracts, the con- 
tractor assumed only a pricing risk normal to the industry. 


Efficiency 
The contractor has delivered a wide variety of high-quality products. It has 
also demonstrated a good control over utilization of manpower and materials. 


Contribution 
The contractor is entitled to favorable consideration for its design and pro- 
duction of military aircraft urgently needed in the national defense. 


Capital employed and net worth 

As already set forth under Government assistance, the contractor, in the 
aggregate, relied on the Government for a substantial portion of the fixed as- 
sets employed in renegotiable business. In appraising this matter it was noted 
that in the Georgia division, substantially all the fixed assets employed were 
furnished by the Government, but in the California division the contractor fur- 
nished approximately 82 percent of those used. 

The return on beginning net worth allocated to renegotiable business was 90.7 
percent before State and Federal taxes. 


Reasonableness of profits 

In view of the large increase in the amount of renegotiable sales and profits 
accompanied as they were by substantial Government assistance and subcon- 
tracting, it is believed that the amount of renegotiable profits realized is greater 
than can be considered reasonable. 


CONCLUSION 


The Board has determined that the Lockheed Aircraft Corp. (parent com- 
pany), realized excessive profits in the amount of $6 million prior to and 
$4,254,978 after adjustment for State taxes measured by income, for the year 
ended December 31, 1958. This determination has recognized that the facilities 
in the California division were largely contractor financed but those in the 
Georgia division were practically all Government owned. 

Very truly yours, 


NATHAN Bass, Secretary to the Board. 


THE RENEGOTIATION Board, 
Washington, D. C., May 29, 1958. 


DOUGLAS AIRCRAFT Co., INC., 
8000 Ocean Park Boulevard, Santa Monica, Calif. 
(Attention : Mr. D .W. Douglas, president. ) 

GENTLEMEN , By letter dated April 11, 1958, you requested a written state- 
ment of the determination of excessive profits for your fiscal year ended Novem- 
ber 30, 1954, of the facts used as a basis therefor, and of the reasons of this 
Board for such determination. Pursuant to section 1477.2 of the Renegotiation 
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Board regulations under the Renegotiation Act of 1951, as amended (herein- 
after referred to as “the act”), such statement is hereby furnished to you. 

For convenience, your corporation will be referred to hereinafter as “the 
contractor.” 

As a result of renegotiation under the act for the fiscal year ended November 
30, 1954, this Board has determined that the contractor realized excessive profits 
in the amount of $6 million (net $4,358,410 after State income taxes) which 
should be eliminated pursuant to the act.. In eliminating this amount, the con- 
tractor will -be allowed the applicable credit, if any, for Federal income and 
excess profits taxes provided in section 1481 of the Internal Revenue Code of 
1954. 

The determination stated above was based upon all pertinent information and 
data available to this Board. The facts and reasons considered essential to: 
the determination are summarized herein. 


RENEGOTIABLE BUSINESS 


Renegotiable business, exclusive of no fee facility billings, comprised 82.6: 
percent of total sales. Productive renegotiable sales showed a decrease of 1.8 
percent and renegotiable profits decreased 1.8 percent. 

Of the renegotiable business, 30.7 percent thereof resulted from fixed price 
incentive sales and 68.4 percent from CPFF billings. 

The principal products under fixed price incentive contracts were the AD4, 
AD5, and AD6 airplanes. Under CPFF contracts, the principal items were 
B47, B-66, C—124, C-133 airplanes and NIKB missiles. 

There are set forth in the following tabulation the results of operations, before 
renegotiation, for the current and prior fiscal years: 


[In thousands] 
Fixed CPFF | Incentive; Termi- | Total re-| Nonrene-| Total 
price nations |negotiable| gotiable | business 
1954 
Sn $6,881 | $516, 634 1, 847 $406 |1$755, 768 | $158,7 1 $914, 526 
($251); $29,706 | $18, 801 $31 $48,287 | $33, 443 $81, 730 
Sener () 5.7 8.1 7.7 6.3 21.1 8.9 
1958 
Ea a ae $13, 867 | $467,967 | $288,014 }|__.._____- 4$769, 848 | $104, 668 | 4 $874, 516 
eg ee $742 | $25,544 | $22,887 |_.._-_-- $49, 173 $11, 754 $60, 927 
5.4 §.5 6.39 11.2 7.0 


; Does not include $20, 189, 628 no fee facilities. 

8 Prior to refund of $6,000,000 (before State tax). 

4 Does not include $38,370,329 no fee facilities. 
Costs and expenses 


The following tabulation sets forth an analysis of the elements of total cost 
of production : 


Percent | Percent | Percent | Percent 
34.6 16.2 26.7 28. 4 
22.7 24.7 23.6 21.3 
19.8 25.9 22.4 20.6 


Note A.—Excluding cost of no fee facilities. 


As in the prior year, the contractor argued that the costs of research and 
development in connection with the DC—7 and DC-8 airplanes should be allocated 
between renegotiable and nonrenegotiable business. These arguments have been 


1954 
1953 
total 
CPFF Other Total 
| 
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earefully examined by the Board and found to contain no material that was 
not presented and considered in the prior year’s renegotiation proceedings. Con- 
sequently, the Board reaffirms the position taken at that time, that development 
expenses incurred in a commercial project, with no proven military application, 
cannot be accepted as a charge to renegotiable business. 

The contractor has objected to a disallowance in its advertising expenses in 
the amount: of $1,003,425. With respect to this objection the Board has reexam- 
ined these expenses and finds that they do not qualify as a charge to renegotiable 
business under the Renegotiation Board regulations, section 1459.7(b). A sim- 
ilar disallowance was made in the prior year. 


Government assistance 


The relative cost value of Government and contractor owned fixed assets 
used, at the beginning of the review and prior years, in the production of rene- 
gotiable business was stated as follows: 


1954 1953 


Amount Percent Amount Percent 


$61, 710, 000 57.4 | $49, 950, 000 54.1 
COIN. -sewctinncdtetbocnetnibnbbiiewati<viinnbitets 45, 803, 000 42.6 42, 406, 000 45.9 
107, 513, 000 100.0 92, 356, 000 100. 


1 Reflects contractor’s estimate of partial usage. 
2 Reflects allocation to renegotiable business on arbitrary cost of sales bases. 


STATUTORY FACTORS 
Character of business 


The composition of the renegotiable business in the review year was very 
similar to that in the preceding period. The principal models of planes pro- 
duced in 1953 were also in production in 1954 although some change in their 
respective proportions took place. 

The contractor’s business was complex and diversified and involved both land- 
based and carrier-based airplanes as well as the design and production of rockets 
and guided missiles. 

The contractor’s business involved a large subcontracting program using a 
great number of organizations classified as small businesses. 


Reasonableness of costs 


The contractor claims that it has a recognized position of leadership in the 
commercial aircraft industry which could be obtained only by its ability to 
produce at reasonable cost, and that the same cost control policies are applied 
whether the product be of civilian or military character. It also claims that its 
CPFF costs were just as reasonable as commercial and military costs under other 
types of contracting. 

The Board has received information from cognizant Government agencies that 
in a majority of the contracts performed, the contractor’s costs were very rea- 
sonable, but in other instances, involving a lesser proportion of the total busi- 
ness, the efficiency of cost control was substantially below normal expectation. 

The contractor has also claimed that costs for total renegotiable work were 
more reasonable because, under its method of allocation of overhead, commer- 
cial work absorbed certain costs which would otherwise have been charged to 
renegotiable work. 

The Board acknowledges that there is some merit to this statement but is 
work, hence, if the Government does not absorb a part of the development costs 
that would have otherwise been borne by commercial work. 


Risk 

The provision for reimbursement of costs incurred under CPFF contracts, 
which comprised so large a part of the contractor's renegotiable business in 
the fiscal year under review; the guaranteed fees provided in such contracts; 
the limited but important price protection against increased costs provided by 
incentive-type contracts; and the extensive Government investment in produc- 
tion facilities used by the contractor during the year under review, all served 
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to protect the contractor against risk of loss. The evidence existing during the 
year under review of continuing Government demand for contractor’s products 
minimized the risks inherent in its reliance upon defense demand as the principal 
source of business. 

To illustrate the risks incident to its operations, the contractor has enumerated 
the following: 

1. That incentive-type contracts carry relatively low price ceilings exposing it 
to a risk of loss which actually oceurs in some instances. 

Comment: As pointed out above, this risk is minimized by the protection af- 
forded to the contractor in an incentive contract against increased costs. Also, 
experience indicates that losses do not often occur on incentive contracts from 
cost overruns beyond the limits of such protective provisions. 

2. That the Government has purchased medels which had their inception as 
commercial planes, thus receiving the benefit of costs originally charged to this 
also aware that, by the samé token, renegotiable sales have absorbed other costs 
of a new commercial model, the contractor should be given strong favorable 
factor consideration of the risk involved. 

Comment: The Board states that this benefit is a two-way street and the con- 
tractor’s leadership in the commercial aircraft industry has been accounted for 
in no small measure by the tremendous amount of research and development 
paid for under Government contracts. 

3. That if its substantial investment in facilities, over and above its non- 
military production, is idled by termination of military work before the invest- 
ment can be recovered through depreciation allowances as a part of the sales 
price, a loss is sustained. 

Comment: The threat of termination under the conditions outlined by the 
contractor has been largely mitigated by the program of the Department of 
Defense as a continuing source of demand. 

4. That because Government contract prices take into account estimates of 
future volume, if commercial work does not reach these expected levels Gov- 
ernment prices would have been set too low because of inadequate allowance for 
certain overhead costs. 

Comment: The statement of the contractor is correct but the strong con- 
tinuing demand involving large volume and backlogs by the Department of De- 
fense, must have enabled the contractor to make commitments for its civilian 
models at prices which contemplate the absorption of overhead by future Govern- 
ment work. 

5. That it has expended $600,000 of its funds on a jet tanker for use in its 
in-flight refueling development project. 

, Comment: The entire cost of this project has been charged to renegotiable 
usiness. 

6. That it voluntarily reduced prices and profits by approximately $2 million 
in the review year. 

Comment: This voluntary refund has been noted and it has been considered 
by the Board in its overall detrmination. 

7. That it undertook the original production of the R4D-—S planes under a no- 
profit, fixed price contract and because no follow-on orders were received, it 
sustained a loss. 

Comment: To the extent that losses applicable to defense business were in- 
curred they were permitted as a charge thereto. The effect of the loss on the 
R4D-8 planes was taken into account in the final determination of the Board. 

Because 99 percent of the renegotiable business was either fixed price incen- 
tive or CPFF sales, the Board has concluded that the contractor’s risk of pric- 
ing was greatly minimized. 


Contribution 


Favorable consideration has been given to the contractor for its effective 
work in the design, development, and production of military aircraft of high 
quality. Favorable consideration was also given to the contractor for its efforts 
in the missile and electronic field. 


Capital employed and net worth 


As set forth above under Government assistance, the contractor continued to 
rely on the Government for a substantial portion of the facilities employed in 
renegotiable business. 

The return on beginning net worth allocated to renegotiable business was 
55.4 percent before State and Federal taxes. 
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Efficiency 

In response to a request for a discussion of the statutory factor of efficiency, 
the contractor referred solely to its letter of September 21, 1956, which dealt 
with the operations for the contractor’s fiscal year ended November 30, 1953, 
stating that the comments contained therein were equally applicable to the 1954 
operations and were incorporated by reference. The significant representations 
made in the referenced letter are set forth below : 

1. “* * * Unfortunately there is little in the way of published information 
which would prove contractor’s preeminent position. Because no two manu- 
facturers produced the same article under like conditions, it is impossible to lay 
down figures, graphs, or tables by which each contractor can be measured for 
efficiency.” 

2. Contractor states that procedures and practices implementing contractor’s 
management policies promotes and maintains efficiency. There is constant at- 
tention to ways to improve the quality of the contractor’s products and to effect 
more economical utilization of manpower, materials, and facilities. 

3. The contractor concluded its presentation under the statutory factors for 
the fiscal year ended November 30, 1953, by stating that “* * * contractor 
acknowledges that more detailed information particularly with respect to indi- 
vidual contracts, might be supplied if necessary to permit a prompt and mutually 
satisfactory conclusion to the renegotiation proceedings for contractor’s fiscal 
year ended November 30, 1953. However, accumulating and reporting such 
additional data will require the expenditure of more time and effort and, in 
contractor’s opinion, will not add materially to the information in the accounting 
section of the report of renegotiation and in this letter.” 

The Board accepts the contractor’s representations made for the prior year as 
applicable to the year under review and recognizes the contractor, in both years, 
as a producer of high quality products with a record for maintaining delivery 
schedules, 


Reasonableness of profits 


In arriving at its final determination, the Board gave careful consideration, 
under each of the statutory factors, to the performance of the contractor under 
fixed-price incentive contracts. It was concluded that in view of the contractor’s 
large volume of renegotiable business, its minimal risks, and the substantial as- 
sistance furnished by the Government, the profits realized on these contracts 
exceeded a fair and reasonable level. 

The contractor has contended (a) that the various procurement agencies in 
negotiating contract prices take into account factors relating to the extent of the 
contractor’s subcontracting, the risk it assumes and the volume of its business; 
(b) that elaborate precautions are taken by these agencies in determining the 
type of contracts most suited to produce economical] prices for the Government ; 
and (¢) that the actual profits realized by the contractor under fixed-price 
incentive contracts in the review year nearly coincided with those that were 
contemplated by the procurement agencies. These contentions fail to take into 
account the difficulty of estimating accurately future costs upon which target 
prices of incentive contracts are based. They also ignore the fundamental dif- 
ference between renegotiation and procurement pricing. Whatever similarity 
nay exist between the various factors considered by the renegotiation authori- 
ties and those considered in contract negotiations by the procurement authori- 
ties, the fact remains that the contracting officer is concerned only with the nego- 
tiation of a fair price for a single prospective contract, whereas the statutory 
factors in renegotiation are applied for a fiscal year on an overall basis, and 
and after the fact. Consequently, although the Board gives due consideration 
to the pricing objectives of the parties in negotiating their contracts, the Board 
does not consider that the prices thus established are binding upon it to the 
extent of precluding a conclusion that the profits therefrom are greater than 
reasonable, 

The contractor makes these further points with respect to its profits from cost- 
plus-fixed-fee operations : 

1. That the lower profit rates negotiated under this type of contract recog- 
nized the current reimbursement feature and lower pricing risk; hence, any 
further reduction of its cost-plus-fixed-fee profits through renegotiation would 
constitute a double reduction is profit margins for the same factors. 

Comment: There is no provision in the act that precludes the renegotiation 
authorities, in determining excessive profits, from taking into account the profits 
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realized from cost-plus-fixed-fee operations, notwithstanding that cost-plus-fixed- 
fee contracts, because of their cost recovery features, normally carry a lower 
rate of profit than other types of contracting. 

2. Generally, only in the sense that the agreed upon dollars of profit may be 
reduced in the event that actual costs exceed the original estimated cost, is 
the contractor’s risk greater under forms of contracts other than cost-plus- 
fixed fee. In nearly every other material respect, the contractor’s risks under 
cost-plus-fixed fee contracts are equal to or greater than those under other 
types of contracts. 

Comment: The Board does not agree that in nearly every material respect the 
contractor’s risks under a cost-plus-fixed fee contract are equal to or greater 
than those under other types of contracts. The contractor fails to mention that 
the most important aspect of cost-plus-fixed fee contracting is the provision for 
a complete recovery of contract costs. 

3. Because of the lower profit rate associated with this type of contract, the 
risk is greater when measured against additional facilities that may be required 
because of the rapid progress in design, development and manufacture of air- 
craft and missiles requiring new locations and machinery and equipment. 

Comment: Such additional facilities as were required for contractor’s pro- 
duction under its cost-plus-fixed fee contracts were furnished for the most part 
by the Government. 

CONCLUSION 


After examining the contractor’s performance under each of the statutory 
factors and considering the continued high level of military sales, the substantial 
Government assistance received and the relatively small degree of risks incurred, 
the Board has concluded that the contractor has realized profits greater than 
can be considered reasonable. 

The Renegotiation Board has determined that the Douglas Aircraft Co., Inc., 
realized excessive profits in the amount of $6 million prior to and $4,358,410 after 
adjustment for State taxes measured by income. 

Very truly yours, 
NATHAN Bass, 
Secretary to the Board. 


THE RENBPGOTIATION BOARD, 
Washington, D.C., May 13, 1957. 
DouGLas ArrcraFt Co., INc. 
Santa Monica, Calif. 
(Attention: Mr. D. W. Douglas, president.) 


GENTLEMEN: Pursuant to the request in your letter of March 15, 1957, in ac- 
cordance with Renegotiation Board regulation 1477.2 there is tendered herewith 
(1) a statement of the determination of excessive profits that accrued on your 
renegotiable contracts during the fiscal year ended November 30, 19538; (2) a 
statement of the facts upon which the determination was based; and (3) the 
reasons for the determination, including the application of the statutory factors. 
For convenience, you will sometimes be referred to hereinafter as “the con- 
tractor.” 

The Board’s determination of excessive profits in the amount of $6 million 
prior to adjustment for State taxes on income, was based upon data submitted 
by you prior to a hearing before a division of this Board on February 5, 1957, 
upon information developed at that hearing, and upon information secured from 
other Government agencies. 


RENEGOTIABLE BUSINESS 


Renegotiable business, exclusive of no fee facility billings, comprised 88.0 per- 
cent of total sales. Productive renegotiable sales showed an increase of $71.4 
percent, and profits an increase of 86.2 percent over the prior year. 

37.4 percent of the renegotiable business resulted from fixed price incentive 
sales and 60.8 percent from cost-plus-fixed-fee billings. 

The principal products under fixed price incentive contracts were the C—124, 
ADH, AD-5, AD-6, R6D and F3D airplanes. Under cost-plus-fixed-fee prime 
contracts, the principal items were B-47, C-124, and B—66 airplanes. Under 
cost-plus-fixed-fee subcontracts the contractor’s production was mainly the Nike 
‘mnissiles. 
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There is set forth in the following tabulation the results of operations, before 
renegotiation, for the current and prior fiscal years: 


Price Total Nonre- Total 
Fixed redeter- | CPFF Incen- Termi- | renego- | negoti- busi- 
price mina- tive nations tiable ated ness 
tion 
1953 
| $13, 867 $467, 967 | $288,014 1$769, 848 | $104, 668 | | $874, 516 
Percent_........----- | 5.5 6.9 11.2 7.0 
Pe $25, 145 $2, 588 | $121,952 | $293, 949 $5, 635 |2$449, 269 | $73, 250 | 2 $522, 619 
Profits- _$478 $162 $4, 867 $21, 317 $546 $26, 414 $8, 091 $34, 395 
Percent Less 6.3 4.0 7.3 to Eee 11.0 6.4 


1 Does not include $38,370,000 no fee facility billings. 
2 Does not include $34,543,000 no fee facility billings. 


Costs and expenses 


The following tabulation sets forth an analysis of the elements of total cost 
of production for the current and prior year: 


1953 1952 


CPFF Other Total Total 


Percent | Percent | Percent | Percent 
37.9 17.1 28. 4 16.7 
Other costs and credits................. 2.1 1 1.2 2.6 


Nore A: Excluding cost of no fee facilities. 


PURSUANT to RRBR 1459.8(e) (3), there has been permitted as a charge against 
renegotiable sales an amount of $2,780,000, representing experimental costs in 
prior years applicable to DC-6 development. 

The contractor’s claim that costs of research and development in connection 
with the DC-—7’s and DC—8’s should be allocated between renegotiable and non- 
renegotiable business in the review year was rejected because this was project 
research that had no proven military application. 

The tabulation of renegotiable sales and profits set forth on page 2 hereof 
reflects a disallowance of $1,061,579 made by the Renegotiation Board, repre- 
senting certain advertising expenses which fail to qualify as proper charges to 
renegotiable business under the Renegotiation Board regulations. 


Government assistance 


At the beginning of the year under review the respective values of Govern- 
ment and contractor-furnished fixed assets in use were as follows: 


Allocated to renegotiable 
Total business 
amount 
Amount Percent 
61, 044,000 | 2 49, 950, 000 54.1 
108, 267, 173 92, 356, 000 100.0 


1 Allocated to renegotiable business on the cost of sales basis. 


2 Represents 75 percent of Tulsa and E] Segundo and 100 percent of balance of Government-furnished 
facilities on a utilization basis. 


40698—59——17 
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STATUTORY FACTORS 


Character of business 

During the review year the contractor’s renegotiable business was extremely 
complex and diversified, involving both land based and carrier based airplanes. 

Its production included fighters, trainers, transports and reconnaissance 
planes, as well as design, experimental and production work on rockets and 
guided missiles. 

In addition, a major project in the review year was the production, as a 
second source, of the Boeing designed B—47 bombers. 
Reasonableness of costs 

The Board recognized the contractor’s costs in the period under review as 
being reasonable and this was confirmed by other Government agencies. 
Risk 

While it is recognized that the contractor does assume a risk in relying on 
the Government as its principal customer, this situation has been mitigated by 
the program of the Department of Defense as a continuing source of demand. 

Because 98.2 percent of the renegotiable business was under either fixed 
price incentive or CPFF sales, the risk of pricing is minimized. 
Contribution 

Favorable consideration has been given the contractor for the design, de- 
velopment and production of military aircraft of very high quality. 
Capital employed and net worth 

As set forth above under Government assistance, the contractor relied on 
the Government for a substantial portion of the facilities employed in rene- 
gotiable business. 

The return on beginning net worth allocated to renegotiable business was 
61.5 percent before State and Federal taxes. 


Efficiency 

The contractor is recognized as a producer of high quality products with a 
record of maintaining delivery schedules. It has satisfactorily demonstrated a 
good control of manpower and materials. 
Reasonableness of profits 


Despite the favorable considerations under the statutery factors as set forth 
above, the very significant increase in renegotiable volume, together with sub- 
stantial use of Government facilities has generated profits in an amount greater 
than can be considered reasonable. 


CONCLUSION 


The Renegotiation Board has determined that the Douglas Aircraft Co., Inc. 
realized excessive profits in the amount of $6 million prior to adjustment for 
State taxes measured by income. 

Very truly yours, 
NaTHAN Bass, Secretary to the Board. 

Mr. Grier. The following figures and computations are from in- 
formation contained in those letters. You will observe from the 
chart, Mr. Chairman, that in 1952, for example, the Renegotiation 
Board demanded a refund of $10 million from the Boeing Aircraft 


Before that demand for a refund, Boeing’s profit was 7.6 percent on 
sales. After renegotiation it was 6.3 percent on sales. 

The next year the refund demanded from Boeing was $714 million 
reducing the profit on sales from 7.06 to 6.30 percent. 

In 1954, another $10 million was demanded, reducing the profit 
from 7.2 percent on sales to 6.31 percent. 

I also call your attention to the real profits that were left to Boeing 
after taxes which appear on the right-hand side of the chart. 

Go on down the line and see how it operates. 
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You will observe from chart IT that after renegotiation, Boeing’s 
rate of profit to sales was 6.30 percent in 1952, 6.30 percent in 1953 
and 6.81 percent in 1954: 2 years identical and the third Yoo of 1 
pereent higher. 

North American’s was 6.46 percent in 1953, 6.56 percent in 1954 and 
6.63 percent in 1955, a spread of 1% 99 of 1 percent between the lowest 
and the highest years. 

Lockheed was left with a profit of 6.17 percent in 1953 and 6.30 per- 
cent in 1954, a difference of 13499 of 1 percent. 

Douglas retained profits of 5.65 percent in 1953 and 5.64 percent in 
1954, a difference of 1499 of 1 percent. 

The similarity of the rate of profit on sales after renegotiation 
raises the question as to whether the Board has predetermined the 
rate of profit it considers allowable for these companies. At least 
the Board seems to have a strong attachment for a relatively fixed 
rate of profit, insofar as these companies are concerned, regardless of 
whether there has been any change in the overall effort of the com- 
pany during a particular year. 

1ese letters also show that sales and profits of Boeing and North 
American increased each year, whereas Lockheed and Douglas showed 
a decrease in sales and profits in 1954 as compared with 1953. In 
Lockheed’s case the decrease was substantial, In 1954 sales were 
$119,670,000, less than in 1953, and profits were reduced by $6,585,000. 

In every instance where sales and profits increased, the Board cited 
that fact in support of its findings of excessive profits. For example, 
in its letter to Lockheed giving facts and reasons for determining that 
$6 million of Lockheed’s 1953 profits were excessive, the Board said: 

In view of the large increase in the amount of renegotiable sales and profits 
accompanied as they were by substantial Government assistance and subcon- 
tracting, it is believed that the amount of renegotiable profits realized is greater 
than can be considered reasonable, 

If an increase in sales is valid reason for determining excessive 
profits, it should legically follow that a decrease in sales would have 
some effect on the Board's determination. The fact is, however, that. 
the Board is not persuaded hy any such logic as witness what it.said to 
Lockheed to support a finding of $6 million of excessive profits for 
1954: 

Notwithstanding the decrease in sales and profits from the prier year and the 
contractor’s acknowledged efficiency and lowered costs, the Board has concluded 
that the contractor's renegotiable profits, accompanied as they were by substan- 
tial Government assistance and subcontracting as well as the minimal risks to 
which the contractor was expesed by reason of 94.9 percent of its production 
being either CPFF or fixed price incentive, are greater than can be considered 
reasonable. 

It is apparent that a decrease in sales and profits had no effect on 
the Board’s judgment as to the portion of Lockheed’s profits it con- 
sidered excessive. It found excessive profits of $6 million each year. 

The question naturaly arises as to whether there is some other dif- 
fevonch’ettreeei the two years which would tend to offset the decrease 


in sales and profits. 

Substantial Government assistance is cited as a reason for the find- 
ing of excessive profits in both years. On this point, the Board's let- 
ters show that Lockheed furnished 37 percent of the facilities used 


| 
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in renegotiable busines in 1954 as compared with 38 percent in 1953. 
There would appear to be no significant change here. 

Subcontracting is also cited as a reason why excessive profits of 
$6 million were ordered refunded for both years. The Board’s analy- 
sis of the elements of costs of CPFF and fixed price incentive con- 
tracts shows an increase of 1.7 percent in the subcontracting costs of 
fixed price incentive contracts in 1954, and a decrease of 6.4 percent 
in such costs for CPFF contracts. In the overall there would seem 
to be no significant change in subcontracting. 

The 1954 letter says that among the reasons for a finding of exces- 
sive profits is— 

* * * the minimal risks to which the contractor was exposed by reason of 94.9 
percent of its production being either CPFF or fixed price incentive * * * 

The fact is, however, that in 1953, 95.8 percent of Lockheed’s produc- 
tive renegotiable business was either under fixed price incentive or 
CPFF type contracts. Here again we find no significant change. 

In summary, the Board’s letters show that there was but little 
change in the factual situation between 1953 and 1954 with respect 
to the amount of Government assistance furnished, the amount of 
subcontracting, and the pricing risks assumed by the contractor. 
There was, however, a material and significant decrease in the volume 
of renegotiable sales and profits. 

Furthermore, with respect to reasonableness of cost, in 1954 the 
Board stated: 


From evidence presented by the contractor and confirmed by Government 
agencies with respect to all of the contractor’s claims for cost reductions, the 
Board recognizes the contractor’s costs in this period as being reasonable, and 
with regard to the contractor’s performance on the jet trainers, the costs were 
recognized as being the lowest in the industry. 


I believe that a fair reading of the Board’s letters will show that 
Lockheed’s performance under the statutory factors in 1954 at least 
equaled and in most cases bettered its performance in 1953. What, 
therefore, is the reason for a finding that Lockheed’s profits in 1954 
were excessive in exactly the same amount as for 1953? 

Where is the reward for efficiency which the Board says it is bound 
by law to make? What judgment has the Board x sts to the 
specific facts of these cases? I submit that either the Board has not 
revealed its real reasons, or else that the facts of the specific case have 
little effect on its determination of excessive profits. As between the 
two, I think it is the latter. 

Furthermore, a critical reading of the statutory letters submitted 
these four airframe companies will show : 

1. In no instance was there a serious challenge of the various con- 
tractors’ efficiency. In fact, in most instances the Board commended 
the contractors for their efficiency. 

2. In no mstance was the reasonableness of the contractors’ costs 
questioned by the Board. 

8. In all instances favorable consideration was given to the com- 
plexity of the contractors’ operations and the contractors’ contribu- 
tions to the defense effort. 

The Board has, however, set forth as reasons for finding excessive 
profits such factors as sales volume, extent of Government assistance, 


subcontracting, and pricing risk. All of these factors were known 
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to and required to be considered by the Department of Defense when 
price and profit portions of the contracts were established. 

If the Department of Defense knows the pricing risk a contractor 
assumes, if it knows the volume of defense business the contractor is 

doing, if it knows how much Government assistance the contractor 
will receive, and if it knows the probable amount of subcontracti 
which will be required; if it knows all of these things, as it does, ind 
if these factors are taken into account in setting prices and profits, 
as Mr. Dechert has said is the fact, by what logic can the same factors, 
and only the same factors, be used by the Renegotiation Board to sup- 
port a finding of excessive profits 

Yesterday Mr. Dechert was asked whether an initial low price was 
negotiated with a contractor in consideration of the amount of Gov- 
ernment assistance given him, the volume of business he had, the 
pricing risks he assumed, etc., and then an ever lower price demanded 
of him in renegotiation for the same reasons. 

Mr. Dechert assured us that such is not the case. 

I submit that these facts which I have just recited support the 
conclusion that such is exactly the case. 

All of these facts, Mr. Chairman, lend credence to the thought that 
the Board has predetermined a rate of return which it considers to be 
allowable and that in each year it will attempt to recover, with some 
slight variations, whatever profits may be earned above that rate. 

If this be the case, and I can find no other explanation which fits, 
the Board is not renegotiating in light of the facts as they pertain to 
the statutory factors, but, 129 is engaged in a ratemaking process, 
a proceeding which has no support in the Renegotiation Act. 

e feel that this situation should be corrected and that the pro- 
visions of H.R. 5123 will go a long way toward doing so, while, at 
the same time, retaining the basic concept of renegotiation. 

H.R. 5123 would make both procedural and substantive amend- 
ments to the Renegotiation Act of 1951. 

The principal substantive amendment is the special rule contained 
in section 2 of the bill. The intent of this rule is to place renegoti- 
ation in its proper perspective. Truly excessive profits could be 
recaptured, but the integrity of contracts fairly negotiated would be 
preserved. In practice, it would not present any unusual problems 
from an administrative standpoint. 

The term “agreed profits” is given a practical definition, and is based 
on the minimum amounts contemplated and agreed upon by the parties 
to the contract. 


T want to emphasize, Mr. Chairman, that the term “agreed profits” is 
based on the minimum amounts contemplated and agreed upon by the 


parties at the time the contract is entered into. 
_ The rule does not, however, set a fixed rate of profit and thus kill 
incentive. Therefore, it will permit the procuring agencies to take 
full advantage of their present techniques which are designed to 
encourage cost reductions. 

We suggest that the special rule be amended so that the aggregate 
of agreed profits under a cost-plus-fixed-fee contract. cannot exceed 
the aggregate of the fees paid under such contracts. 


This amendment will remove any tendency, if in fact there be any 
such tendency, on the part of contractors to deliberately inflate costs 
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under these contracts in order to provide a higher figure of agreed 
profits. 

Mr. King asked Mr. Dechert yesterday how he would feel about 
that particular aspect. of the rule if such an amendment were made, 
and I believe that Mr. Dechert conceded that such an amendment 
would remove some of the objections that he had to the rule. 

Now, before I try to explain the actual mechanical workings of the 
rule, I would like to pomt out one other thing: Mr. Coggeshall and 
Mr. Dechart have referred to this rule in terms which would lead one 
to believe that its adoption would result in a cost-plus-percentage 
of cost contract. I shall assure you that this is far from the fact. 

This rule would not change the terms of a single contract. No 
contractor would be paid more under the contract than the contract 
terms provide for. 

It is in fact against the law to make a cost-plus-percentage of cost 
contract and this proposal would not alter the law one iota. 

I would like to explain, if I can, the mechanical workings of the 
special rule. I am sorry that it is complicated, and figures are 
boring, so I will make it as brief as I can. 

The special rule begins on line 21 of H.R. 5123. It says: 

To encdurage efficiency and cost reduction efforts under contracts with the 
departments. and subcontracts, and to provide proper recognition of profits 
agreed upon by the parties, no portion of profits received or accrued under such 
contracts and subcontracts in any fiscal year shall be determined to be excessive 
to the extent that the aggregate of such profits does not exceed by more than 
10 percent 'the aggregate of the agreed profits allocable to the fiscal year. 

What weare trying to do by this rule is to define what might be called 
a minimum rule of reason, a minimum amount of reasonable profits, 
and to provide that the board’s recoyeries or attempted recoveries, 
cannot bring the retained profits below that minimal amount of profit. 

Agreed profits is a term of art, and we have to define what it means. 
The charts which I will go into in a moment are to show you the 
mechanical workings of the definition of that term of art. 

Contractors generally have several different types of contracts, 
cost-plus-fixed-fee incentive, fixed price, and so forth. So we have 
had to try to take into account how the rule would work in respect 
to.all of them. 

The first page of the charts, or chart A, deals with mechanical 
workings of the rule with respect to cost-plus-fixed-fee contracts, and 
assumes that the suggested amendment is adopted. 

Let us take contract B, for example, because, the fee is set at a 6- 
percent rate. You will recall Mr. Dechert saying yesterday that a 
6-percent rate was a fair rate of profit for cost-plus-a-fixed-fee con- 
tract and the rate most generally used. 

In this illustration we have estimated the cost to be $400,000, .We 
have negotiated a rate of fee of 6 percent. You take 6 percent of the 
estimated cost and get $24,000 as being the amount of fee the con- 
tractor will be paid for performing a contract which is estimated to 
cost $400,000. 

The $24,000 figure never changes, irrespective of what happens to 
cost. 

Now, we have assumed that on this particular contract the con- 
tractor was fortunate and efficient and lucky and that he was able 
to produce the contract for a cost which was 10 percent lower than 
the estimated cost, so that the actual cost of performing was $360,000. 
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Now, we try to establish our minimal rule for ascertaining a reason- 
able amount of money that the contractor will keep in renegotiation. 
We take 6 percent, the negotiated rate of fee, and we multiply it by 
the actual cost of performing the contract, $360,000. 

That gives us, going into the next column, the sum of $21,600. Over 
under column 8 is shown the amount the contractor actually gets, 
$24,000. 

We follow this same procedure with the other contracts. Go back 
to A. You find there that the contractor produced at 5 percent. less 
than estimated cost and the amount that goes into column 6 is $20,900. 

Under C he was also able to produce at less than estimated cost. 
The amount that goes in column 6 is $24,700. 

Contract D cost him more than the estimate by 5 percent. So you 
have an actual cost of $420,000. Six percent times that is $25,200. 
We add up column 6 and we get a total figure of $92,400. We add up 
column 8 and we get a figure of $96,000. 

Column 8 is the actual amount of money paid the contractor for 
per orene these contracts. This other under column 6 is a fictitious 

cure, 

“For the purpose of ascertaining a minimal amount of profits the 
contractor may keep we use the lower figure, a fictitious figure, $92,400. 
We carry that over and we pick it up again in a moment when we get 
to chart D. 

Now, how does the rule work with respect to incentive contracts, the 
contracts that the Department of Defense says it wants used to the 
greatest extent possible ? 

In contract E, shown there under column 1, we have assumed a target 
cost of $400,000. These costs, according to the testimony, are much 
firmer than the costs under CPFF contracts. These can be ascertained 
with reasonable certainty despite Mr. Coggeshall’s statement that they 
are notably inaccurate. The Department does use this type of con- 
tract unless it believes that it can arrive at the target cost with reason- 
able certainty ? 

The negotiated rate most commonly used, I believe, on target con- 
tracts, is 8 percent. So in this example we have a target profit of 
$32,000; that is, a target cost of $400,000 and target profit of $32,000. 

The contracts typically provide that if the contractor can save 
money, can reduce costs below the target amount, he will share in that 
reduction with the Government. 

In contract E we have assumed that the share rate is 25 percent 
to the contractor and 75 percent to the Government. 

Conversely, if he runs over, he also shares 25 percent of the excess 
and thereby reduces his own profit. 

Now, we have assumed that he was able to save 4 percent of the esti- 
mated cost and that the actual cost of performing this contract. was 
$384,000, or a total of $16,000 saved. On the basis of the share ratio 
the contractor gets $4,000 of that as additional profit, the Government 
gets $12,000 of it in savings in cost. 

But for the purpose of the special rule, to ascertain the minimal 
amount of reasonable profits, we have suggested that you put in only 
the target amount and none of the incentive earnings. 

Therefore, under column 8, $32,000 would be used whereas actual 
profits are $36,000. 
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The same calculation is followed with contracts F, G, and H. In 
H, however, we have assumed that the contractor had an overrun cost- 
ing him 5 percent more to produce than the estimated or target cost. 
His actual cost is $420,000. He suffered a loss of $4,000. 

We still say that the $32,000 of target should go into the minimal 
computation. 

His actual profit in that case would be only $28,000. 

Now, these figures are also carried over to the final computation on 
chart D. 

On chart C we are dealing with two types of contracts. One, the 
fixed price contract where the profit is ascertainable, that is, a con- 
tract where the price is fixed; pe there is no reimbursement of cost 
in the sense of the cost-plus-fixed-fee, and there is no incentive shar- 
ing in the sense of an incentive contract. The Government and the 
contractor do agree, however, as to both the cost-and-profit element 
of the contract. 

So that we are able to ascertain that, although the sales price is 
$400,000, the parties have agreed that the cost element is estimated 
to be $360,000 and the profit element $40,000. 

Of course, if the contractor is able to reduce his cost he gets all 
of the saving in extra profit but if he runs over, he bears the whole 
amount of the loss. 

We have gone through computations here to show both of the 
situations where he has effected cost savings and thereby increased his 
profit and cost increases and thereby reduced his profit. 

In each case, under column 7, for the purpose of ascertaining a 
minimal amount which the contractor should be allowed to keep in 
renegotiation, we have used the amount of profit actually agreed 
upon, that is, $40,000 were the actual profit figures over into column 8. 

Now, this rule would not apply to any contract where price alone is 
a thing agreed to. For example, if the Department of Defense should 
call up the XYZ company and ask “How much do you want for one 
of your machines?”, and the company says “$25,000,” this rule would 
not apply. 

It would apply only where both the cost and profit element are 
agreed to as a part of the contract negotiations. 

So where you have fixed price contracts, for example, with no 
ascertainable agreed upon profit, that is where the profit is not 
agreed upon separately, you simply put down the actual cost and the 
actual profit and nothing would go into the computation of the mini- 
mal amounts to be retained. 

Now, if you will turn to chart D we have the recapitulation and 
final ascertainment of the minimal amount which the contractor could 
expect to retain as being reasonable. 

In chart A we bring over the agreed profits calculation under 
CPFF contracts. You will see that it amounts to $92,400. The actual 
profits under CPFF are $96,000. 

On incentives, we had agreed profits of $128,000 in our calculations, 
actual profits of $136,000. Fixed price, profit ascertainable $120,000. 
Actual profit, $164,000. 

A total of two columns of $340,400 agreed profits, $396,000 of actual 

rofits. 
' Now, Mr. Chairman, we feel that if a contractor is able to do a job 
and save some money, he ought to be able to keep at least a part of it. 
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For this reason we have suggested that the figure of $340,400 be 
increased by 10 percent. That is an incentive to keep costs down b 
assuring that the contractor will keep some part of his earnings whic 
result therefrom. 

If 10 percent appears too high, or appears too low, no one is apt to 
object to its being changed, but an incentive to reduce costs and to 
assure the contractor that he will not be penalized in renegotiation 
for having done so, should be retained. 

So we add 10 percent of $340,400 to that amount and we get a total 
of $374,400 which we think should not be reduced further by rene- 
gotiation. 

The difference between that amount and the actual profits in our 
calculation is $21,560. To that latter figure you have to add the total 
profits under the contracts where the profit element was not agreed 
to separately and you get $131,560. 

That would be the maximum amount, in our illustration, that rene- 

otiation could recapture. We do not suggest that the minimum ever 

come the maximum. We think that the Renegotiation Board should 
exercise its judgment in the light of the statutory factors with respect 
to all of the profits but that any recovery it proposes should be limited 
by the application of this rule which we have suggested. 

‘Chart A illustrates how agreed profits are calculated under cost- 
plus-a-fixed-fee contracts, assuming that our suggested amendment 
is adopted. It will be noted that agreed profits are the lesser of the 
amounts shown under columns 6 and 8. 

Chart B shows how agreed profits are calculated under incentive 
type contracts. You will note that the target profit only is termed 
“agreed profits.” This means that all incentive earnings under a given 
contract will fall outside the definition of “agreed profits.” 

Chart C illustrates how agreed profits are calculated under fixed- 
price contracts. Only the amount of the profit actually agreed upon 
goes into the calculation, and then only to the extent that it does not 
exceed 12 percent of the contract price. Thus if for any reason the 
actual profit is greater than the amount agreed upon, no part of the 
greater amount goes into the agreed-profit calculation. The purpose 
of the 12-percent limitation is to prevent any possible collusive agree- 
ments between contractors. 

Chart D is a recapitulation of the calculations shown on charts A, 
B, and C and a final calculation of the aggregate minimum amount 
of profits which should be considered fair and reasonable and no part 
of which would be subject to recapture on the theory that it repre- 
sents excessive profits. In view of the fact that agreed profits are 
based upon the minimum amounts which the parties contemplated at 
the time they entered into the contract, and further because we be- 
lieve that a contractor should be permitted to retain some portion of 
any additional profits he may be able to earn through efficiency and 
cost reduction, our proposal would add to the total of agreed profits 
an amount equal to 10 percent of that figure. 

In summary, we feel that the special rule, while perhaps not per- 
fect, will supply a much needed measure of the minimum amount of 
profits which should be considered fair and reasonable under all of 


the circumstances. It will not change the provisions of a single con- 
tract; no contractor will be paid one cent more than the contract 
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provides. We have made an honest effort to express the calculations 
in realistic terms so that if profits do exceed those contemplated by the 
parties in amounts which a reasonable man might consider excessive, 
such profits are open to recapture through the renegotiation process. 


LONG-TERM FINANCIAL CAPABILITY OF DEFENSE INDUSTRY 


Another provision of H.R. 5123 that is of importance is the new 
factor (F) which requires the Board to consider the need for proper 
financial incentives to achieve lower costs and the need for financial 
stability in the defense industry. It seems elemental that financial 
incentive is the motivating force behind our whole business system. 
On the basis of the evidence before us—see chart I—it appears that 
the Board has not always given sufficient weight to this fundamental 
law of economics. We believe, therefore, that a specific factor re- 
quiring it to be considered should be written into the statute. 

The other part of this proposed new factor merely requires the 
Board to take into consideration the need for financial] stability in 
the defense industry. It would also seem elemental that any business 
must be financially stable if it is expected to be a vital, growing part 
of the economy. 

The aircraft industry as a whole, as well as a given company within 
that industry, is perhaps more susceptible to fluctuations in business 
than any other. The termination of a procurement program can 
leave one company or many in a difficult position and put thousands 
of people out of work. If the company does not have the means to 
weather these difficult periods in good shape, there is an inevitable 
loss to the economy and to the defense potential. The traditional way 
to achieve financial stability is to earn a fair profit, pay a fair divi- 
dend and plow the balance back in the business. 

A consideration of the need for financial stability should not be 
fobbed off as a requirement that the Board estimate the future capital 
needs of the industry. If a company is financially stable its capital 
requirements usually can be supp ws through normal channels. 

All we ask is that the Board give consideration to this factor when 
it judges whether a contractor’s profits are fair and reasonable. 


RENEGOTIATION PROCEEDINGS 


The next proposed amendment I want to discuss is contained in 
section 3 of the bill. That section does three things: 

1. It would require the Board to give the contractor a statement 
of facts and reasons used as the basis of its determination of excessive 
profits before the making of an agreement or the issuance of an order. 
As the law now stands such a statement is required only when an 
order is issued. It is true that the Board’s regulations provide that a— 
* * * written summary of the facts and reasons upon which such determination 
is based * * *— 
will be given a contractor who asks for it before he indicates whether 
he will enter into an agreement to make a refund. In a sense, there- 
fore, the proposed amendment would not require the Board to do any- 
thing it has not already expressed a willingness to do. It is believed, 
however, that the letters issued under the regulations are less informa- 
tive than those issued pursuant to the statute. For this reason we 
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think it appropriate to require the Board to give a full statement of its 
facts and reasons before an agreement is made or an order issued. 

2. Lt would require the Board to produce the evidence it considered 
in arriving at a determination of excessive profits and supply the con- 
tractor with copies thereof. At present the Board refuses to make 
known to the contractor the evidentiary basis, or lack thereof, of 
its finding of excessive profits. It would seem to be nothing more 
than elemental fairness to require the Board to make a full disclosure 
of the facts in its possession pertaining to the contractor’s own case. 
To deny him such information is to abandon all pretense of fair 
procedure. 

3. Finally, section 3 would permit the use of the Board's statement 
to be used as evidence in the Tax Court as proof of the reason for 
the Board’s determination. The real issue before the Tax Court is, 
of course, whether the contractor has earned excessive profits, and 
if so, in what amount. However, we believe that proceedings before 
the Tax Court will be facilitated if that court knows why the Board 
found excessive profits and contractors are thereby enabled to direct 
greater emphasis toward that aspect of the case. 


REPORTS TO CONGRESS 


Section 6 of the bill would require the Board to supply certain de- 
tailed information in its annual reports to Congress. Specifically, 
the Board would be required to report on each proceeding involving 
more than $20 million of renegotiable business and inform the Con- 
gress of ; 

1. The exact amount of renegotiable business involved, divided 
according to classes and types of contracts and subcontracts, that 
is, the amount done under cost-plus-a-fixed-fee, incentive, and 

fixed priee contracts and subcontracts ; 

2. The total profit made by the contractor on such renegotiable 
business, also divided among the various classes and types of 
contracts and subcontracts; 

3. The portion of the total profits which the Board considered 
excessive; and 

4. The net worth of the contractor or subcontractor and the 
amount and source of public and private capital employed, and 
the portion thereof allocated to renegotiable business, at the be- 
ginning and end of the fiseal year involved in the proceeding. 

This information will enable the Congress to be better informed 
regarding the actual workings of renegotiation. Additionally it will 
supply contractors with a source of much needed information, which 
section 6 would permit them to use in all renegotiation proceedings 
involving their own companies. 

This proposal was criticized yesterday on the ground that it would 

uire detailed reports on too few contractors, that is, only on those 
doing more than $20 million worth of renegotiable business, and that 
the information would not be sufficiently detailed to reveal all of the 
reasons why the Board made a finding of excessive profits. I assure 
you that the aircraft industry will not object to a requirement that 
the report cover more companies in greater detail. 
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PROCEEDING BEFORE THE TAX COURT IN RENEGOTIATION CASES 


Section 5(a) of H.R. 5123 provides for a review of Tax Court de- 
cisions in renegotiation cases by the U.S. courts of appeal. This 
rovision is identical with the one contained in H.R. 11794 of the 
5th Congress as it passed the House last year. For this reason, 
and for further reason that I am not aware of any objection to this 
eesand on the part of any of the interested Government agencies, 
will not take the time to discuss it further. 

Section 5(b) would amend the fourth sentence of section 108 of 
the Renegotiation Act of 1951 by adding the underscored language 
and make the sentence read : 

A proceeding before the Tax Court to determine the amount, if any, of ex- 
cessive profits shall not be treated as a proceeding to review the determination 
of the Board, nor shall any presumption of correctness be raised by the Board’s 
determination, nor any burden of proving such determination incorrect be 
rope on the contractor or subcontractor, but shall be treated as a proceeding 

e novo. 

There is considerable support in the legislative history that Con- 
gress intended the Tax Court to conduct a de novo renegotiation pro- 
ceeding, and to make up its own mind on the basis of pertinent facts 
wherever found as to the amount, if any, of excessive profits earned 
by the contractor. In other words, that the Tax Court’s function 
would be more administrative than judicial, and specifically that it 
would not be judicial in the sense of an appellate court reviewing the 
record of a case brought up from a lower court. As it has developed, 
however, the Tax Court has functioned judicially in renegotiation 
cases, and more and more in the role of a court of review, while at 
the same time insisting that such proceedings are de novo. This puts 
a contractor before the Tax Court in something of a dilemma and 
at a decided disadvantage. He is required by the Tax Court rules 
to give clear and concise assignments of each and every error which 
the petitioner alleges to have been committed by the Board. But if 
he alleges matters pertaining to Board proceedings, records, and so 
forth, the Tax Court will strike it out on the ground that such matter 
is not relevant in a de novo proceeding. 

Furthermore, for the same reason, the court will not receive evi- 
dence as to the errors committed by the Board. At the same time the 
Tax Court 5 to proceed on the assumption that the Board’s de- 
termination of excessive profits is correct and has several times sus- 
tained such determination on the ground that the contractor has failed 
to prove it wrong. This is more in keeping with appellate review 
than with a de novo proceeding. 

The proposed amendment in section 5(b) would simply make clear 
that the Tax Court is not to assume that the Board’s determination 
is correct and is not to sustain the Board’s determination of excessive 
sores on the ground that the contractor has failed to prove it wrong. 

ather, the Tax Court will have to exercise its independent judgment 
as to whether excessive profits have been earned, a function which we 
believe Congress intended it should perform. 

In conclusion, Mr. Chairman, the situation is such that the Rene- 
gotiation Board not only can but actually does deprive contractors 
of their property without any semblance of due process of law. The 


EXTENSION OF THE RENEGOTIATION ACT 263 


amendments proposed by H.R. 5123 would tend to mitigate this sit- 
uation. We earnestly seek your consideration of them. 

The Cuatrman. Mr, Allen and Mr. Grier, I am sure there will be 
questions by members of the committee. 

It is now about time for us to recess for the noon hour. 

Without objection, the committee will reconvene at 2 o’clock. 

(Thereupon, at 1:05 p.m., the committee was recessed, to reconvene 
at 2 p.m., same day.) 

AFTERNOON SESSION 


The Cuarrman. The committee will please be in order. 
Mr. King desires to ask some questions, gentleman. 


STATEMENTS OF WILLIAM M. ALLEN AND BARRON K. GRIER— 
Resumed 


Mr. Kine. Mr. Allen, this morning in the statement of Mr. Vinson 
it seemed to me at least that a rather sinister connotation was placed 
upon the FBI matter. You touched a bit upon it in your statement. 

Would you care to elaborate and have that cleared a bit for the 
record ? 

Mr. Auten. Sir, by virtue of our appeal from the determination of 
the Renegotiation Board in 1952, the FBI came into our plant, I 
am not objecting to this at all. They made, I think, quite a thorough 
examination, and our financial people are here if you want them to go 
into greater detail, in order to prepare, I would assume, the Govern- 
ment for its part in the case before the Tax Court. 

As I stated, to my knowledge there was no change made by the 
FBI in the earnings that we had reported. 

I don’t mean by that the earnings that. we considered negotiable. 
Certain items, and one in particular, there was a contest on before 
the Renegotiation Board. That involved a matter of some millions 
of dollars and it was the amount that we had expended in developing 
the prototype that led to the KC-135 jet tanker and our 707 airplanes. 

There was a dispute as to the amount of those expenditures that 
should be charged against earnings under contracts with the Gov- 
ernment. We contended that they all should, for the reason that pri- 
mary emphasis was placed upon the development of the jet tanker 
through this prototype, and that was the first contract that we re- 
ceived and we didn’t receive any commercial orders for a year later, 
but that was a matter of several million dollars and that was the 
dispute with the Renegotiation Board. 

As far as I am aware, we just can’t figure out what Mr. Vinson was 
referring to. 

Mr. Kine. I am glad to have your explanation. 

Mr. Grier. May 1 add something to that, Mr. King? 

Mr. Kine. Yes. 

Mr. Grier. It is not unusual and, in fact, nothing sinister should 
be attached to the fact that the FBI was in making an audit. The 
Department of Justice always—I believe always—audits every claim 
involving money in which the Government is involved, and it cus- 
tomarily utilizes the auditing people of the FBI service to do that. 
It is perfectly customary. No sinister connotation is to be connected 
with it whatsoever. 
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Mr. Kina. I understand that, Mr. Grier, and I would expect that 
in his statement, where on two or three occasions emphasis seemed 
to be placed on just the initials “FBI,” it was rather uncalled for. 
It was an accounting matter; was it not ? 

Mr. Grisr. Yes, sir. 

Mr. Krnc. The accountants happened to be supplied by the Justice 
Departinent ? 

Mr. Grier. That is correct. 

Mr. Kina. I was impressed, Mr. Allen, at the charge on page 7 
of Mr. Grier’s statement, and the profit figure shown there presents 
quite a different picture from that painted by Mr. Vinson. 

Would you say that the formula of earnings to sales is a better 
method of-measuring the profits in this industry than dollar profits 
to invested capital? 

Mr. Auten. I feel so, Mr. King, quite strongly because the sales 
represent. what you haye been abel to accomplish. It represents your 
contribution, so to speak. 

When.you talk about return on invested capital, it does not reflect 
at all your efficiencies to start with, 

Secondly, invested capital, unfortunately, in the aircraft industry, 
for reasons I believe well known to this committee, is fairly scanty, 
not only invested capital, but entire capital of retained earnings. 

We cannot compare, of course, with companies like were cited here 
this morning. General Motors and General Electric, who have built 
up, and I don’t say this critically, a very large amount of invested 
capital and retained ernings, and it has historically been true due 
to the way the excess profits tax is operated, due to the up-and-down 
character of the industry, where we had first a feast and then a fam- 
ime, that.our capital is very low. It is far lower than it should be in 
view of the responsibilities that we must carry. 

Mr. Kina. Mr. Dechert stated that such matters as the use of 
Government-owned facilities and financing and volume of business 
are considered when the profit rate is negotiated, and that in practice 
the profit rate is reduced by reasons of such factors. 

e then went on to testify that these factors were then not again 
used as a basis for further reductions in the profit rate during the 
renegotiation process unless a change in regard to the factor had 
occurred subsequent to the time of contract negotiation. 

J would like you to comment on that. 

Mr. Auten. I don’t see any merit in that contention, frankly. 

The factors that the Defense Department, by procurement regu- 
lations, is required to take into account in negotiating our contracts, 
figuring our profit rate, differ in no material respect from the factors 
that are spelled out in the Renegatiation Act, 

This is one of the points that we make. I have never heard any 
indication from the Renegotiation Board that the factors taken into 
account at the time the contract was negotiated with the Defense De- 
partment had materially changed at the time we appeared before the 


Renegotiation Board. have never heard that contention made before. 
Mr. Kine. Yesterday, also, there was testimony to the effect that the 


Renegotiation Board, in the statement of facts and reasons which 
outlines the basis for determination, gives the contractor all the 
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details with regard to the consideration used in arriving at the deter- 
mination. 

I would like you to comment on that. 

Mr, Auten. Sir, the basis of a renegotiation determination I have 
yet to see spelled out. 

You have in your files the statements which we requested from 
the Renegotiation Board covering the years, as far as Boeing is con- 
cerned, 1952, 1953, and 1954. I alluded to them a year ago when I 
testified here. You will find that they compliment the company on 
being highly efficient. They make reference to return on invested 
capital. They make reference to return on sales, but there is no state- 
ment made as to the basis upon which they concluded that we had 
excessive profits. I have yet to see that in any determination by the 
Renegotiation Board. 

Mr. Kine. Thank you, Mr. Allen. 

Mr. Grier, with regard to the last sentence in section 3 of H.R. 5123, 
lines 19 through 22, Mr. Coggeshall said yesterday, and I will quote: 

The provision would also require the Board to make public the highly confi- 
dential financial data, trade secrets operating techniques disclosed to the Board 
by competitors of the contractor in their own renegotiation proceedings and used 
by the Board for comparison with the contractor. Such information has always 
been protected and should continue to be protected. If the Board were com- 
pelled to reveal such information, contractors would not submit it, and without 
it, the negotiations could not function effectively. 

That is the end of the quotation. 

Do you feel that any provision of my bill promises such dire results ? 

Mr. Grrer. No, sir; Mr. King, I do not. 

The intent of the provision in your bill is to try to get for the con- 
tractor the evidentiary basis upon which the Board found excessive 
profits in that particular contractor’s own case. 

I cannot say categorically that the Board does not at some time get 
the type of information that Mr. Coggeshall was talking about, but I 
question whether, in the universal availability to the Board, that a 
revelation required by this would in any way inhibit the Board in its 
formal duties, If the provision is too broadly drawn, or if there is 
great protest to this committee by people who would be affected 
thereby, then I am sure that the committee could take that into ac- 
count and narrow it to the extent that the contractor could at least 
tind out what evidence the Board has regarding his own performance 
and upon which the Board makes its findings. 

Mr, Kine, I have reason to believe that a good number of contrac- 
tors have read my bill. 

Mr. Grier. Yes, sir. 

Mr. Kine. As I stated yesterday, none has come to me and com- 
plained concerning their apprehensions with respect to this section. 
I have reason to wonder why. 

Mr. Grier. I have with me, Mr. King, the list of membership of 
the Aircraft Industries Association, for whom Mr. Allen and I have 
been speaking. I know that all of the companies on this list have had 
an opportunity to examine your bill, and I am inclined to think that it 
has been rather widely publicized, and [ have heard of no protest from 
industry with respect to this provision. i To 

Mr, Kine, With regard to section 6 of the bill, requiring the Board 


in its annual report to the Congress to include certain specific detailed 
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information with respect to each contractor renegotiated during the 
year whose renegotiable sales exceed $20 million, Mr. Coggeshall said: 
Here again the bill would infringe upon the financial privacy of the con- 


tractors, and only the larger contractors at that. This would be an unwar- 
ranted discrimination. 


Since this does deal with large amounts of Government money, do 
you know, at least to your knowledge, of any contractors or group of 
contractors who consider this section No. 6 is an unwarranted dis- 
crimination ? 

Mr. Grter. No, sir; I do not know of any. Perhaps you would be 
interested in our interpretation of the reason why the figure $20 mil- 
lion is there. 

I am inclined to think that that would cover about 150 contractors, 
and that would not impose any administrative burden on the Board 
to report on that many in the detail that is required. 

I certainly can see no objection to making it more widespread if the 
committee so desires, or that even more detail be required if the 
committee so desires, and to my knowledge no one has objected to it. 

Mr. Kine. Mr. Coggeshall also, in yesterday’s hearing, when com- 
menting on the bill, said : 

It would alter the shape and concept of renegotiation beyond recognition. It 
would emasculate the process beyond all further usefulness. Do you agree with 
that? 

Mr. Grier. No, sir; I do not. It would not emasculate renegotia- 
tion or alter it in any shape or form. 

The only thing it would do would be to put a brake on the uninhibited 
power of the Renegotiation Board to determine any. amount. that it 
wishes to determine to be excessive’ profits and would leave them 
absolutely free to proceed to exercise their judgment in the area above 
the minimal amounts that we suggest be put in the bill. 

Mr. Kine (presiding). Those are all the questions I have. 

Are there further questions ¢ 

Mr. Mason will inquire. j 

Mr. Mason. Mr. Allen, yesterday Mr. Coggeshall did a masterly 
job of tearing to pieces Mr. King’s bill and’pointing out many dangers 
and deficiencies. You have done an equally masterly job of com- 
mending the different provisions of Mr. King’s bill, saying how desir- 
able they are, and so forth. 

I am in between, and of course, being in between, I have to kind of 
salt down some of Mr. Coggeshall’s pretty strong statements and 
perhaps modify some of yours and try to arrive at a conclusion that is: 
somewhere near the truth. 

That is a pretty tough job for a man to have to do. 

Mr. Vinson this morning was so emphatic that, as the good book 
says, he is cloaked with authority, quite convincing in some respects, 
but I am still not ready to draw my final conclusion, because I have 
been biased against this thing from the beginning, using it when we 
are not actually in a hot war. 

I can see perhaps some reason for it im this new field that we are 
going into, missiles and air space, and all those kinds of things, but not 
in the field where we have been occupied and producing goods like 
airplanes, for instance, the last 10 or 15 years. : : 
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I cannot see much sense in it. Therefore, I am sitting here rather 
quietly and trying to evaluate the different testimony that is being 
given. I think, however, my mind is not going to be changed very 
much. It hasn’t so far. 

That is all, Mr. Chairman. 

The Cuairman. Are there any further questions ? 

Mr. Curtis will inquire, gentlemen. 

Mr. Curtis. I just want to get the benefit of any experiences you 
might have had with the redetermination clauses that are placed 
in some of the contracts by the defense agencies themselves. 

Have you had contracts where redetermination has been imposed ? 

Mr. Auten. Many of them, Mr. Curtis. We operate under those 
all the time. 

Mr. Curtis. Let me ask, do you believe that that is a reasonable way 
of 

as that proved to be a successful operation ? 

Mr. Auten. Yes, sir; I do. 

I would like to distinguish between experimental contracts and 
development contracts. 

Mr. Curtis. Yes, you did so in your original statement. 

Mr. Auten. In which the Government protects itself there by simply 
putting it on a cost-plus-fixed-fee basis. 

Mr. Curtis. Yes. 

Mr. Auten. We are anxious to get away from that type of contract 
as soon as our cost experience will justify our doing so. As a conse- 
quence, wherever we have a back nd of experience, a production 
run, so to speak, then we are desirous of entering into a price rede- 
termination contract with an incentive provision. 

I cannot give you the figure now, but I can supply it to you; the 
vast majority of our business is done on that basis. 

For example, we have a hearing tomorrow before the Renegotiation 
Board on the year 1955. Our principal profits for the year 1955 
came from our B-47 production, which I believe was the largest pro- 
duction effort in our history, meaning the country’s history, plus the 
KC-97 contract. 

In those instances we had had prior to the determinations long pro- 
duction runs where the curve was getting very flat. We were still 
going down and my ope. our performance. It was very flat. 

The Government had that complete information as well as, as I said 
this morning, information of other contractors. Under those circum- 
stances, both parties had full information as to what we should do as 
we went on. 

We agreed to targets lower than we felt were justified. That was 
incorporated in the contract. We beat those targets. By beatin 
those targets, 80 percent of the saving went to the Government dl 
20 percent to the Boeing Co., and now we are faced in 1955 with that 
incentive being taken away from us. 

Mr. Curtis. I think you were in the room when I interrogated Mr. 
Vinson and expressed my opinion that I thought the redetermination- 
type clauses in the contracts themselves were good, where the people 
who made the original contract and therefore—I am talking now of 
our procurement officers in the military—are the ones that actually 
do the redetermining. It is based upon the fact that industry as well 
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as the procurement officers recognize, with respect to the new products, 
that you frequently do not know the cost and therefore there are 
bound to be piadiedatieen and errors, and it is this process that 
does it. 

Do you think that is a feasible way of handling these things so 
that we do not have excessive profits, by following out a procedure of 
redetermination in these contracts ¢ 

Could that do it? 

Mr. Auten. I would like to say that the abilities of the Govern- 
ment people with whom we deal in making these redeterminations 
i think have been unjustly underrated. 

Mr. Curtis. L agree with that. 

Mr. Auten. I think that is something that this committee might 
well examine into if you have any real doubts about it. 

People at Wright Field who handle these negotiations are ex- 
perienced negotiators. Some of them have been there for 10 or 15 
years, maybe longer. 

Mr. Max Golden, whom I saw here in this room representing the 
Air Force, would have a pretty accurate idea about the abilities of 
those people. If you have any doubt about it, I would like to hear 
him express himself. I have the highest regard forhim. They know 
what they are doing. 

Mr. Curtis. Then your answer is that you do think it is feasible 
as a method of procedure to avoid excess profits and that this proce- 
dure of redetermination in these kinds of contracts will take care of 
that. problem / 

Mr. Auten. I know that is the case. It is being done every day. 
It is being demonstrated. 

Mr. Curtis. It is my impression that is so in private industry, en- 
tirely apart from the Government. 

There are many contracts written in regard to a new product where 
the two contracting parties do not know the price and they in effect 
have redetermination clauses in private contracts, and I just could 
not understand why it would not work with the government as one 
of the parties. 

Mr. Auten. I think the question might well be asked, Mr. Curtis, 
who is in the best position to determine what a target cost should be: 

The people who do with it every day representing the defense 
counsel and have contact with the contractor, with their audits avail- 
able and so forth, or the Renegotiation Board ? 

Mr. Curtis. That is the question I pose, and except in an emergency 
situation such as war when we have to resort to crash programs, the 
orderly procedure, I would say, would be to have those who know 
most about it do it as long as we emphasize, and I have tried to em- 
phasize, we are not talking about fraud. We are talking about the 
fact that there are bound to be miscalculations and honest errors in 
certain types of contracts that deal with new products and so forth, 
and it is simply a technique whereby, as we learn, we can go back and 
reevaluate what the price should be to do the very thing that Congress- 
man Vinson and we all want, and I heard you say it, to avoid 
excessive profits. 

Mr. Atien. Mr. Curtis, we have heard a lot about the contractor 
who engages in redeterminations and then is able to beat the target, 
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but we have not heard anything about the determination that is made 
and then the contractor doesn’t do as well as he thought he was going 
todo. We have had that experience. 

Mr. Curtis. I know, and I know some businesses that are no longer 
in existence who have had it, and that is why I made the remark 
yesterday that I do not believe the Government or any company gains 
in the long run by trying to play a game of heads I win, and tails 
you lose. 

Mr. No, sir. 

Mr. Curtis. In the long run, it is bound to produce a situation, I 
am convinced, where the Government, or whoever indulges in that, is 
going to lose, and that is about what it is. There is no way, and I 
wouldn't want to see us do that either, to pick up companies that 
underestimate their situation and thereby lose money on a contract. 

I think the Government should gain from that loss because it is a 
private enterprise system, and certainly they should allow it to go 
both ways. If they are going to accept the gains, the Government 
should accept some of the losses, too, and then correct this one area, 
which I think we all see is a serious area, in dealing with new prod- 
ucts where we just can’t estimate the cost ahead of time. But it just 
strikes me that this redetermination procedure is the most adequate 
and certainly is adequate in normal times. 

Mr. ALLEN. We believe it is, sir. 

Mr. Curtis. Thank you. 

The CuatrMan. Are there any further questions of Mr. Allen and 
Mr. Grier? 

Mr. Alger? 

Mr. Acer. The language in your statement, Mr. Allen, is very 
strong. 

On page 5 you say this: 

The Renegotiation Board, by its method of administering the act, has taken 
onto itself the responsibility for determining how strong the defense industry 
should be. 

Mr. ALLEN. Yes, sir. 

Mr. Aucer. I know that this is sincere on your part and I could 
not help reflect when Chairman Vinson was here that if he of all 
people were to suspect that some agency of Government, in this case 
the Renegotiation Board, were not negotiating in the original intent 
of the act, he might hit the ceiling, might he not? 

Mr. Auten. I would think he should, sir. 

Mr. Aveer. Did it occur to you that he had not thought, if there 
is any degree of truth in it, and I think there is, that maybe the Re- 
negotiation Board has gone beyond its original intent or jurisdiction ? 

Mr. Auten. I don’t know, sir. I simply recommend that a look 
be taken at the faets to see what they are. 

Mr. Acer. I did not mean to put you on the spot. 

Mr. Atien. You are not putting me on the spot, sir, but in light of 
what the industry is faced with today, and I mean by that in trying 
to meet our unfriendly competition, have a look at the earnings of 
the aircraft industry. 

Take a look, for example, this year at my own company. Our earn- 
ings on our business this year weren't over less than 2 percent. Last 
year they may have been slightly over. 
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We are required to, and I don’t put this in order of precedent, 
No. 1, keep our stockholders so that we still have some support. We 
have done that by retaining our earnings. 

In 1957, for example, we retained 82 percent of our earnings, 
plowed them back in the business. Now we come to facilities and 
research and development, and where you are doing more than a bil- 
lion dollars worth of business with the Government and you have only 
$30 million to meet that challenge of research and development, facil1- 
ties, return on investment, I say that we are hard put to shoulder the 
responsibilities with which we are faced. 

Mr. Avcer. Let me ask you this, and I certainly am sympathetic 
with what you aresaying. 

The charge was made by Chairman Vinson this morning in this 
documentation that $84 million of the property you are using is 
Government owned. Are you making any effort or can you under the 
present circumstances buy further into ownership of this property 
you are using ¢ 

Mr. ALLEN. We have bought Government facilities in the past when 
we felt. that we were in a position to do so, We are not in a position 
to do that today. We are not in a position to provide the facilities in 
addition to what we have that we need with our own money. Weare 
doing it to the extent we can. 

Mr. Atcer. Do you have a chance say that to the Renegotiation 
Board when you are under negotiation ¢ 

Mr. Auten. They will listen to most anything we have to say and 
I will be glad to say that to him. 

Mr. Axcer. One other question: Is there any inducement on your 
part in these Government contracts to try to hold wages down if they 
are not increased in terms of productivity ? 

Mr. Aten. Yes, sir. 

Mr. Why 

Mr. Auten, Cost are reimbursable. 

Mr. Arcer. Why should you struggle to keep wages in terms of 
productivity ? 

Mr. Auten. I don’t believe in that sort of an attitude. 

Mr. Aucer. There is no incentive, is there? 

Mr. Aten. Yes, there is an incentive. I try to run an efficient op- 
eration. 

Mr. Acer. What is the incentive? 

Mr. Au.en. The incentive is to have the Boeing Co. be able to. 
produce for its customers a product at the lowest possible cost. That 
1s the only way we are going to stay in business. 

Mr. Acer. I am all for you in that statement, but there is no in- 
oes in terms of your reimbursable costs from the Government, 
1s there 

This is a cut and dried cost that you can be repaid for. 

Mr. Auten. If you look at one contract, you can say on a CPFF 
contract, for example, you might as well spend as much money as 
va. can, but the executive who takes that attitude ends up out of 

usiness. You better try to run your whole show just as efficiently 
as you can right down to the last nickel, or you are not going to 
succeed, 

Mr. Acer. This is not a part of the contract, in effect, is it, unless 
you have the incentive type contract where you share the reduction 
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from the target costs. Otherwise, there is no incentive expect what 
you put in there yourself as a responsible official; is that not right? 

Mr. Auten. Yes, there is an incentive. 

Don’t think we aren’t looked at, as we should be, every day of every 
year by the Government as to the sort of a job weare doing. If ~~ 4 
thought for 1 minute that we were spending more money on a CPF 
contract than was required, we would come in for severe criticism, 
and justly so. 

Mr. Axcrr. Of course, the Government even puts in price fixing 
with the Walsh-Healey and Davis-Bacon laws. It has nothing to do 
with collective bargaining. 

Mr. Auten. That is a different field. I am not talking about the 
performance of our contracts. 

Mr. Acer. I did want to explore this further, but I appreciate it. 
Thank you. 

Mr. Au.en. I will say this, sir: I strongly feel that the Govern- 
ment should, as a means of evaluating the efficiencies of its contrac- 
tors, take a closer look than it does on its negotiations with respect 
to the wages it pays its employees. 

Mr. Aucer. I expect there is a lot of truth in that. 

Thank you, Mr. Chairman. 

Mr. Kine (presiding). Are there any further questions? 

Mr. Grier, one of my colleagues just a few minutes ago inquired of 
me as to what happens in the case of a contractor who miscalculates 
and finds himself losing on the contract as far as the Renegotiation 
Board is concerned ? 

Mr. Grier. Renegotiation does not provide any means of making 
up that amount of money. The law simply doesn’t permit it. So that 
a man who loses money cannot get anything back in renegotiation. 
In that sense it is a one-way street. It always has been. 

Mr. Kine. If there are no further questions, the committee appreci- 
ates the appearance of both of you gentlemen and the information 
you have given to us. 

Mr. Grier. Thank you, sir. 

Mr. Auten. Thank you. 

(The following letter was received by the committee :) 

BoeInG AIRPLANE Co., 
Seattle, Wash., May 6, 1959. 
Hon. D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

DEAR Mr. CONGRESSMAN: At the outset of my testimony before the House 
Ways and Means Committee, April 28, 1959, I indicated that the statement 
presented to the committee by the Honorable Carl Vinson presented an entirely 
inaccurate picture as to the profits of the aircraft industry. I further pointed 
out that Mr. Vinson included in his statement certain information relative to 
the Boeing Airplane Co. that was erroneous. Upon reviewing Mr. Vinson’s 
statement in more detail, it appears to cast serious doubts on the integrity of 
the aircraft industry and Boeing in particular, and that it is clear Mr. Vinson 
was furnished information which has no basis in fact. 

Because of Mr. Vinson’s stature and the weight that may be given his views 
on the subject of the extension of the Renegotiation Act, I feel it necessary to 
submit the following comments on certain portions of his testimony: 

1. Mr. Vinson’s assertion that an audit by the Federal Bureau of Investiga- 
tion of Boeing’s 1952 earnings indicated they were understated by approxi- 
mately $14 million is false and represents a serious charge against this com- 
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pany. As I testified, the earnings reported by Boeing to the Renegotiation 
Board were not changed in any way as a result of audit or review by the 
FBI of the books and records of the company. The only difference between 
the earnings reported to and agreed upon with the Renegotiation Board for 
1952, and the earnings that the Department of Justice contends are proper, 
involved the allocation between renegotiable and nonrenegotiable business of 
approximately $2 million of costs relating to the construction of a prototype 
jet tanker-transport airplane and national advertising expenses. 

2. Mr. Vinson has, I believe, erred in his definition of the term invested 
capital. This error carried forward into his calculations of return en invested 
capital. As understood in the business and financial world, invested capit:! 
represents the total of the stockholders’ equity in a company. Mr. Vinson, how- 
ever, has used only the amount carried in the capital stock account, an amount 
far less than either total net worth or capital emploved. It is submitted thar 
if a comparison of earnings to eapital is to be used, capital should represent the 
total investment of the stockholders, which total includes earnings reiuvested 
by the stockholders in the business. If earnings are compared with the actual 
investment of the stockholders, the percentage returns are substantially lower 
than those cited by Mr. Vinson. 

8. Boeing and the U.S. Government have entered into a special accounting 
agreement under which sales, cost ef sales, and profits are reported for renego- 
tiation purposes on a basis different from that utilized in annual reports to stock- 
holders. The figures included in the tabulation in Mr. Vinson’s prepared state- 
ment are taken from annual reports and therefore are entirely different from 
the figures used by the Renegotiation Board. 

4. Mr. Vinson, in his statement, implied that the finding in Boeing’s 1952 
renegotiation case was increased from: $9,800,000 to $20 million by the Tax Court 
of the United States. This is entirely misleading. The Department of Justice, 
as counsel for the Renegotiation Board, did move during the trial that the find- 
ing be increased, but a decision by the court has not been rendered. In fact, 
briefs in the case have not been filed as of this date. 

5. Mr. Vinson also implied that $16,500,000 for amortization had been allowed 
out of earnings in 1952. The $16,500,000 included in Mr. Vinson’s statement 
actually was Boeing’s net investment in property, plant, and equipment at De- 
cember 81, 1952. Actual depreciation and amortization included in the 1952 
statement of net earnings amounted to only $1,642,244. 

I would again like to bring to the attention of your committee that Mr, Vinsen 
apparently based his conclusions on information compiled by the Subcommittee 
on Special Investigations of the Committee on Armed Services of the House of 
Representatives during hearings conducted in the early part of 1956. The report 
of this committee, based on its detailed and comprehensive review of al! the 
financial aspects of the major airframe companies for the years through 1955 
was that the earnings were on the average reasonable. The earnings referred to 
were before the refunds subsequently assessed by the Renegotiation Board. 
Now, 3 years later, Mr. Vinson is using these same figures to contend that the 
profits of these same companies are excessive within the meaning of the 
Renegotiation Act. 

I should like to add, in conclusion, that the matter before your committee is, 
after all, whether or not the Renegotiation Act should be amended and extended 
beyond June 30, 1959. It therefore serves no purpose to consider the events of 
1952, 1953, and 1954. Mr. Vinson, in confining his remarks to those years. 
avoided the paramount issue which, to my mind, is whether or not under 
existing military procurement policies and procedures excessive and uncon- 
scionable profits are possible except in unusual and infrequent cases. 

Mr. Mills, I would like to reiterate that with regard to renegotiation as pres- 
ently administered there are two fundamental questions : 

1. Does the Congress of the United States want a strong and vital defense 
industry which is capable of attaining the technological breakthroughs that are 
necessary if competitive weapon systems are to be available for use when and 
if needed? 

2. Should the integrity of contracts negotiated in good faith with the Gov- 
ernment be preserved ? 

It is believed your committee, by giving favorable consideration to the provi- 
sions of the H.R. 5123, ean contribute materially to assuring that this country 
will have a strong and vital defense industry capable of ee the weapons 
necessary to fulfill our national defense objectives. 

Respectfully yours, 


WILLIAM M. ALLEN. 
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Mr. Kine. Mr. David Hull. 
Mr. Hull, would you identify yourself and those you represent. 


STATEMENT OF DAVID R. HULL, PRESIDENT, ELECTRONICS 
INDUSTRIES ASSOCIATION 


Mr. Huw. Mr. Chairman and members of the Ways and Means 
Committee, my name is David R. Hull. My industry position is vice 
wresident of the Raytheon Co., but I appear today on behalf of the 
inheahiiauiion Industries Association, of which I am president. 

EIA is the national association for the electronics industry and is 
composed of some 350 members who are engaged in the development 
and manufacture of all varieties of electronic equipment. 

I believe you gentlemen have copies of my prepared statement from 
which I will deviate only slightly. 

Our current information indicates that the electronics industry is 
the fifth largest manufacturing industry in the country with annual 
gross sales in 1958 approaching $8 billion. 

On a dollar basis, more than half of the products manufactured by 
the electronics industry are sold to the military services. Accordingly, 
many members of ELA are Government contractors and as such are 
familiar with, and have often been subject to, renegotiation. 

We have, therefore, a vital interest in the present hearings and 
welcome the opportunity to express our views on the proposed exten- 
sion of the Renegotiation Act of 1951, and on renegotiation in general. 

The committee is naturally aware that the requirement that certain 
Government contracts and subcontracts be reviewed after completion 
to determine the reasonableness of profits was originally initiated as a 
temporary wartime measure. This safeguard was imposed because 
World War II, and later the Korean emergency, required that the 
Government procure military equipment and services under such 
urgent conditions that there was the possibility that excessive or wind- 
fall profits would be realized by defense contractors. 

The members of ELA are absolutely and irrevocably opposed to un- 
reasonable and excessive profits on Government contracts. Therefore, 
we do not oppose the extension of the Renegotiation Act of 1951, pro- 
vided it is amended to accomplish its objectives in a fair and equitable 
manner. 

We feel that. the present act gives the Renegotiation Board such wide 
discretion and allows such secrecy in its administration that in many 
instances the act has been used as a means of taking away or reducing 
profits fairly earned and which were fairly and openly agreed to b 
the contracting parties, rather than as a means of preventing windfall 
or unreasonable profits. 

We believe that defense procurement agencies are now sufficiently 
well staffed and administered and that proper procedures can, there- 
fore, be followed in the initial letting of defense contracts. Accord- 
ingly, the functions of the Renegotiation Board should be limited to 
the prevention of windfall or unreasonable profits. 

In view of this, the members of EIA believe the Renegotiation Act 
of 1951 should be amended to: 

1. Establish more specific guidelines for the Renegotiation Board to 
use in determining what profits should be subjected to the renegotiation 
process. 
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2. Require the Board, in making its determination, to take ‘into 
account factors which will provide incentives to contractors to increase 
efficiency and to reduce costs and which will promote financial stability 
in the defense industry. 

3. Cause the Board to revise its procedures so that-contractors will 
be — informed of the basis for any determination alleging excessive 

rofits. 
a 4. Allow appeals from Tax Court decisions in renegotiation cases to 
the extent now permitted in tax cases. 

5. Require the Renegotiation Board to report to Congress on its 
decisions, with contractors or subcontractors whose aggregate in 
Government business in any one year exceeds $20 million. The report 
should be in sufficient detail to permit Congress to determine how the 
Board has exercised its powers. 

6. Provide that the Board give consideration to profits in the year 
immediately preceding or following the year under review as a means 
of equalizing profits over the period of a long-term contract. 

We are pleased to note that the legislation, H.R. 5123, introduced by 
Representative King and the bill submitted by the Department of 
Defense, recognized the need for some of the suggested changes. 

We believe that Mr. King’s bill is more comprehensive than the 
Department of Defense proposal, and therefore we should like to ad- 
dress our comments to it. In general we are in agreement with, and 
therefore support, the legislation proposed by Mr. King. However, 
there are certain sections of Mr. King’s proposed bill which we believe 
warrant discussion. 


Our first comment concerns section 2, subparagraph (A) of the bill, 
line 18, page 2. 


We would like to suggest that this subparagraph be reworded so as 


to avoid any possible confusion as to its intent. 

In referring to this portion of the bill in his remarks before the 
House of Representatives on March 9, 1959, Representative King 
indicated that he was referring to “defense” industries as contrasted 
with “nondefense” industries. In order to make this clear, we recom- 
mend that the wording in subparagraph (A) of section 2 be changed 
from: 

* * * a comparison with the costs and profits of other industries— 


to— 
* * * a comparison with the costs and profits of nondefense industries. 


We believe that the new requirement introduced by subparagraph 
(F) of section 2 of H.R, 5123, beginning on line 12, page 3, would 
provide a decided improvement in renegotiation procedures by re- 
quiring that the Renegotiation Board take into consideration the 
need for financial stability and incentives in defense industries. We 
believe its inclusion in the Renegotiation Act would lead to greater 
emphasis on efficiency and cost reduction. 

The addition of the special rule in paragraph 2 of section 2, be- 
ginning on line 21, page 3, should provide further incentives to de- 
fense contractors to increase efficiency. 

Present practice permits the contracting parties—that is, the con- 
tractor and the procuring agency—to negotiate a profit which the 
contractor will be permitted to earn under the contract. Nevertheless, 
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later. renegotiation proceedings may take away this profit even though 
it was:previously agreed to openly and fairly by all the parties. 

The Government should honor these agreements which are subject 
to review by the General Accounting Office and this profit should be 
considered as excessive and subject to renegotiation. 

In addition, an amount should be allowed, over and above the 
profit which has been negotiated, for increased earnings realized when 
a contractor increases his efficiency and improves his performance. 
This is currently being provided for in contract types such as cost- 
plus-incentive fee, CPIF, and fixed price incentive. 

We believe that the provision in the special rule which provides 
that profits will not be subject to the renegotiation process unless they 
exceed by more than 10 percent the aggregate of the accrued profits 
allocable to the fiscal year adequately takes care of this. 

We wish to point out that the percentage formula set forth in sub- 
paragraph (C), paragraph 2 of section 2 of Mr. King’s bill, begin- 
ning on line 18, page 4, fails to recognize that profit rates vary con- 
siderably between industries, products, and according to circum- 
stances. 

For example, small business and industries subject to business cycle 
fluctuations are generally considered high risk industries where profits 
must be accumulated during peak years to offset the intervening lean 
years. Accordingly, a fixed profit percentage which would be ade- 
quate for a stable industry would not be satisfactory for a high risk 
industry. 

I might interject here that this last paragraph I have read is par- 
ticularly pertinent to small business activities, of which the electronics 
industry has a preponderant number, including the membership 
of the association I represent today, and that therefore, in making 
this presentation, I should like to stress the point that the small busi- 
ness area of our organization must be considered as contrasted to 
certain other industries who do not have this content. 

Another circumstance which causes just concern in our industry is 
the matter of development costs. 

In the initial stages of a contract, such costs may be sufficient to 
eliminate all profit from a contract during one fiscal year, whereas, 
in subsequent fiscal periods during the manufacturing cycle, profit 
ratios necessarily run considerably above 12 percent in order to pro- 
vide a reasonable profit to the contractor involved, 

The proposed legislation would seemingly not permit profits above 
the 12 percent level, or 12 percent plus 10 percent times 12 percent 
equals 13.2 percent, during the manufacturing cycle in order to off- 
set extremely low earnings during the development period. 

We feel that this proposed fixed percentage of profit formula is 
not, desirable in instances where the agreed profit is not ascertainable, 
such as would be the case in contracts for off-the-shelf items sold at 
published prices. 

Therefore, in lieu of the present proposed subparagraph (C) of 
paregraph 2, section 2, we urge the committee to consider the follow- 
ne. asane to be designated subparagraphs (C) and (D) as 
maica 


(C) With respect to all other contracts and subcontracts where the amount 
of profit is disclosed to the procuring agency in connection with negotiating and 
approving the price, the amount of profit so negotiated and approved; 
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(D) With respect to all other contracts and subcontracts where the profit is 
not so disclosed, an amount calculated by multiplying the amount of sales in 
the fiscal year with respect to such contracts and subcontracts by the normal 
profit rate on the contractor’s comparable nonrenegotiable business. 

It should be noted that only a small segments of defense contract- 
ing would fall into category (D). However, this segment would 
principally be the products of the small business concerns of our 
country. 

Particularly beneficial is the King bill’s amendment of section 
105(A) of the act, which is designed to provide the contractor with 
a full exposition of the reasons for the determination of excessive 

rofits by the Board or any delegate of the Board and the facts used 

y the Board in arriving at its decision. Presently a contractor is 
not entitled to any statement explanatory of the Board’s position un- 
til an order is issued fixing excessive profits. 

The King bill also provides that such statement may be used in 
the Tax Court, not as proof of the facts or conclusions stated, but as 
proof of the reason for the determination. 

Further, the Board would be required to make available for in- 
spection by the contractor all data relating to the renegotiation pro- 
ceeding and to supply the contractor, upon request, with copies of 
any part. 

These changes would insure that a contractor is fully appraised of 
the basis for any determination alleging excessive profits. 

We were particularly gratified that the Department of Defense 
has again urged that any amendment to the Renegotiation Act pro- 
vide for appeals from Tax Court decisions in renegotiation cases to 
the same extent as in tax cases. The King bill likewise provides for 
such appeal. 

It is not reasonable for the Tax Court fo be the final forum in re- 
negotiation matters when it is not the final forum in tax matters. 

The favorable reception given to this proposal for appeal during 
the last. session of Congress foreshadows, we hope, favorable action 
at this session. , 

Present reports to Congress by the Renegotiation Board contain no 
information with regard to the specific determinations of the Board 
in individual cases. Thus Congress, the public, and adversaries be- 
fore the Board are unaware of inconsistencies which may have de- 
veloped in the administration of the act resulting in unfairness and 
discrimination among Government contractors. The Board should 
not object to exposing its findings to the light of day. 

Te believe that the King bill’s amendment of section 114 of the 
act, in requiring that the Board’s reports to Congress contain certain 
statistical data with respect to renegotiation proceedings affecting 
contractors with Government contracts exceeding $20 million in 
amount, will assist Congress in determining how the Board has exer- 
cised its broad discretionary powers. The requirement of such data 
only with respect to contractors whose contracts aggregate more than 
$20 million insures that there will be no undue administrative burden 
imposed on the Board by this provision. 

I would now like to discuss a problem which the legislation pres- 
ently before the committee fails to recognize, but which EIA mem- 
bers believe should be brought to the committee’s. attention. 


| 


EXTENSION OF THE RENEGOTIATION ACT 277 


At present the Renegotiation Act permits contractors within any 1 
vear to offset low profit on one contract against higher profits on an- 
other contract, It also permits consideration of losses incurred in 
the 2 prior years when a review is made of a current year. Remem- 
ber, these are permissive. 

However, no consideration is given to a situation in which the 
profits on a contract running for more than 1 year may be deter- 
mined to be excessive for 1 year when the following year or prior 
year profits may be, or have been, nonexistent. 

Therefore, ELA urges the committee to amend the Renegotiation 
Act to require that the Renegotiation Board consider low profits and 
losses for both preceding and succeeding years when making a 
determination. 

We believe this can be accomplished by the addition of the follow- 
ing language to section 103(e) of the Renegotiation Act of 1951, as 
amended : 

The inadequacy of profits arising from renegotiable contracts and subcontracts 
in years preceding and following the year under review and such other factors 
as may tend to, make annual renegotiable profits unrealistic of overall earnings 
from renegotiable business. 

Tn conclusion, J wish to reiterate that while the Electronic Indus- 
tries Association is not opposed to the extension of the Renegotiation 
Act, we urge that the committee amend it to encourage efficiency and 
cost reduction, to provide for more equitable renegotiation procedures, 
to sweep away the secrecy surrounding the Renegotiation Board’s 
determinations, to allow appeal from decisions of the Tax Court, and 
to provide for consideration of cyclical fluctuations and related cir- 
cumstances in defense industries. 

If the act is modified in this manner, we are confident that the 
military services, defense contractors and subcontractors, and the pub- 
lic in general will benetit materially from the increased efficiency and 
reduction in costs which will be realized. 

The Electronic Industries Association appreciates the opportunity 
to present its views on this important subject and trusts that they 
will be useful to the committee. 

Mr. Kine. That completes your statement, Mr. Hull? 

Mr. Hutz. That completes my statement, sir. 

Mr. Kine. Are there any questions? 

Mr. Curtis of Missouri will inquire. 

Mr. Curtis. You mentioned that the electronics industry is now 
approaching $8 billion. How much of that is with the Government? 

Mr. Huu. As I indicated, about half of our business is with the 
military services. 

Mr. Curtis. About $4 billion. Of that, do vou have any idea what 
percentage is advertised versus negotiated contracts? 

Mr. Hutu I can only give you a personal estimate at this time, 
Mr. Curtis. This would be subject to verification, but I feel quite 
sure that it runs approximately 40 percent advertised and 60 percent 
negotiated. 

I should like to carry this statement a shade further, with your 
permission. 

In the case of negotiated contracts, I am sure the committee realizes 
the bulk of these have been subject to a prior competitive determina- 
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tion before the negotiated aspects are entered into with any one 
organization. 

Mr. Curtis. That is an important point to make and I think that 
point should be dwelled on a little further. It has not been brought 
out in the hearings up to date, at least I do not believe so. 

I think it might be well if you would develop that a bit. 

Mr. Huw. I should be pleased to, as a matter of fact. 

I know of no case in the last half-dozen years, except for a follow- 
on type where obviously the Government would gain by efficiencies 
already generated and development costs already behind them, where 
in the case of an electronic device, a multiplicity of qualified con- 
tractors were not called in to submit for prior determination techni- 
cal and cost proposals which were evaluated, discussed, compared, 
and ultimately running out down to, in certain cases, a few companies 
for study contracts from which a final decision is made as to one, or 
in some cases a single contract, or where a negotiation was’ carried 
out for the particular task at hand. 

In each case of this sort, you realize, of course, that in a sense this 
is a double negotiation in that there is a comparison of figures and 
a discussion and a further wringout during the prior competitive 
processes and then a further negotiation with the successful con- 
tractor before he is awarded the contract. 

Mr. Curtis. Yes. The point _ are making, and I think it is a 
very proper one, is that even in the negotiated contracts there is quite 
a bit of the element of competition that is taking place and does take 

lace. 

Mr. Hutt. This is correct, sir. 

Mr. Curtis. I imagine in your industry a lot of your people get 
subcontracts, do they not? 

Mr. Hutt. This is correct, sir. 

In the case of my own organization, we ran some figures over a 
period of the past 5 years. Interestingly enough, of our dollar ex- 
penditures, 77 percent over this period of those dollars went into 
subcontracting and vending suppliers. Of these dollars, in turn, ap- 
proximately two-thirds went to smal] business. 

In other words, about half of the total dollars went to small 
business. 

You realize there are certain things such as airframes, vehicl 
cable, and I could name a dozen others, where there are no sma 
business supplies, and therefore medium or large business must per- 
form the subcontracting operation, but the bulk of them do go to 
small business. 

Mr. Curtis. Are you familiar with the bill that has been proposed 
by, I think it is 4p tat acct McCulloch, on behalf of the Small 
Business Committee of the House, in relation to subcontracting 
clauses ? 

Mr. Huw. Only broadly, sir, and I would hesitate to comment on 
it at this session. 

Mr. Curtis. Mr. Chairman, I would like to have placed in the 
record the proposals of our colleague, Mr. McCulloch, which were 
included in the Congressional Record of April 14, 1959, with refer- 
ence to small business amendments to the Renegotiation Act. 

The CuarMan. Without objection, that will be done. 
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(Information referred to follows :) 
(Congressional Record, Apr. 14, 1959, pp. 5229-5233] 
SMALL BUSINESS AMENDMENTS TO THE RENEGOTIATIONS ACT 


Mr. McCuttocnH. Mr. Speaker, it will be recalled that one of the final actions 
of the 85th Congress was to extend the Renegotiation Act of 1951, as amended, 
for an additional 6 months (from its prior expiration date of Dec. 31, 1958) to 
June 30, 1959 (P.L. 85-930, 85th Cong., 2d sess.). 

This action followed a 1-day hearing near the close of the session. The report 
of the Committee on Ways and Means states that the 6-month extension was 
decided upon in order to give the Congress a greater opportunity to study 
proposals either for future amendments to the act or to allow it to terminate. 
The Ways and Means Committee has announced that it will hold hearings begin- 
ning on Monday, April 27, 1959, at which time a more thorough exploration of 
the subject of contract renegotiation will be undertaken. 


SMALL BUSINESS PROPOSALS 


The day prior to the 1958 hearing members of the Select Committee on Small 
Business introduced legislation designed to correct “Small Business Handicaps 
under the Renegotiation Act of 1951, as amended.” This was a bipartisan and 
nonpartisan effort to secure consideration for some of the most troublesome 
small business problems now imbedded in the Renegotiation Act. The intro- 
ductory remarks which we made last July summarized the purposes of our 
bill and were made a part of the record of the Ways and Means Committee dur- 
ing the hearings on extension of the Act (Hearing July 29, 1958, page 14, et 


It is my hope and understanding that we shall have similar support for small 
business renegotiation amendments in the 86th Congress. 

The Republican members of the Select Committee on Small Business are today 
introducing identical bills to amend the Renegotiation Act of 1951 in the interest 
of small business. These members are Mr. Moore of West Virginia (H.R. 6384), 
Mr. Avery of Kansas (H.R. 63882), Mr. Smith of California (H.R. 6387), Mr. 
Robison of New York . (H.R. 6386), Mr. Quie'of Minnesota’ (H.R. 6385), and 
myself (H.R. 6383). 

We are taking this action today in view of the announcement of the Com- 
mittee on Ways and Means of the House of Representatives that public hear- 
ings on the Renegotiation Act of 1951, as amended, will being on April 27, 
1959, in Washington, D.C. 


SMALL BUSINESS SKILLS VITAL TO NATIONAL DEFENSE 


World War II and the growth of the aircraft industry punctuates the fact 
that small concerns which are possessed of technical skills and inventiveness 
ure a strong arm of our national defense. We need to keep this large group of 
‘mall defense contractors in business, and with due consideration for managerial 
skills, to keep them in a position where the opportunity for profit is present. 
We are not in favor of subsidies and we know from long experience that small 
business concerns do not want subsidies either for themselves or their com- 
petitors. They want a fair and equal opportunity under the law to do business 
in a businesslike way and to reap the benefits of their own ingenuity and skill. 
We believe the present operation of the Renegotiation Act of 1951, as amended, 
is a deterrent in many respects to capable small and independent concerns 
who would participate in our national defense programs. 

The Congress of the United States has had a long standing policy of assuring 
small and independent concerns a fair share of contract awards for goods and 
services which are made by the various departments and agencies of the 
Federal Government, and including national defense contracts. 

We are entering a new era in preparing and augmenting our national defense 
which we refer to generally as the Space Age. The demands of the Space Age 
for increased skills and technical knowledge is recognized by all. We do not 
believe that a few large concerns can do the complete job. We are convinced 
that the small concerns who contributed so much to the building of the aircraft 
industry must be provided with the opportunity and the incentive to keep pace 
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with the tremendous responsibility we all have in keeping America out in front 
in science and technology. 
We feel that our bill is a contribution to that end. 


DEPARTMENT OF DEFENSE OPPOSITION TESTIMONY, 1958 


The purposes of the bills and the needs of small business as recited by the 
members of the Small Business Committee last year are as valid today as when 
the bills were introduced. Opposition was voiced, however, both by Mr. Robert 
Dechert, General Counsel of the Department of Defense, representing that 
Department, and by the Renegotiation Board, represented by its chairman, 
Mr. Thomas Coggeshall. The criticisms made by Messrs. Dechert and Coggeshall 
deserve consideration and they are in part responsible for the changes in the 
proposed small business amendments to be offered. The purposes remain the 
same. We believe improved legislative language has been developed to over- 
come that portion of past criticism of the Renegotiation Board and the Depart- 
ment of Defense which appears to have merit. 

In amending the Renegotiation Act of 1951 our bill proposes to provide certain 
definite assistance to a large number of small but strategic concerns engaged 
in work pertaining to the national defense. We propose through the enactment 
of our amendments— 

1. to encourage subcontracting in Government procurement to provide incen- 
tives for small and independent business concerns, 

2. to encourage prime contractors and subcontractors to subcontract the 
maximum proportion of their contracts and subcontracts to provide the proper 
profit motives for small and independent business concerns as the cornerstone 
of our free enterprise system, and 

3. to expand the Government procurement base by providing incentives and 
encouragement to small and independent business concerns, 

In adopting the amendments we propose that the Congress reaffirm its long- 
standing policy of assuring to small and independent business concerns a more 
substantial proportion of the contract awards by the Federal Government. 


ENCOURAGEMENT OF SUBCONTRACTING 


Section 2 of our bill is designed te encourage large prime contractors to attain 
the maximum in subcontracting to smaller concerns. It reads: 

“Sec. 2. Section 108(e) of the Renegotiation Act of 1951, as amended (setting 
forth factors to be taken into account in determining whether profits are exces- 
sive), is amended by adding at the end thereof the following: 

“In determining excessive profits, favorable recognition must be given to econ- 
omies achieved through contracting with small business concerns (as defined 
‘pursuant to section 8 of the Small Business Act): and a contractor or sub- 
contractor who achieves economies through the programs of the Department of 
Defense, the Smali Business Administration, or any other agency of the Govern- 
ment, to inerease the share of such small business concerns in procurement, 
shall, subject to other considerations set forth in this subsection, be provided 
incentive awards through proportionately higher profit allowances.” 

This proposal is identical to the proposal of last year except that it is also 
made applicable to agencies other than the Department of Defense—such as the 
National Aeronautics and Space Agency—whose procurement programs are also 
subject to the act. 

A NECESSARY AMENDMENT 


Last year Mr. Coggeshall objected to the foregoing proposed amendment 
claiming it to be unnecessary because the Renegotiation Board has now revised 
its own regulations to include section 1460.14(b)(3) which reads as follows: 

“(i) Defense production needs and the policy of Congress require that sub- 
contracting, particularly to small business concerns, be used to the maximum 
extent practicable. Although a contractor who subcontracts work may not 
reasonably expect to be allowed as large a profit thereon as if it had done the 
work itself, subcontracting of the kind described in this subparagraph, especially 
the extent to which subcontracts are placed with small business concerns, will 
be given favorable consideration in the renegotiation of the contractor. 

“(ii) A contractor will be given favorable treatment whei, by subcontracting, 
it utilizes in the defense effort facilities and services, particularly of small busi- 
ness concerns, which might otherwise have been overlooked or passed by; when 
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it has demonstrated efficiency and ingenuity in finding appropriate opportunities 
for subcontracting ; when the amount of subcontracting so accomplished is sub- 
stantial; when the amount or complexity of technical, engineering and other 
assistance rendered by the contractor to the subcontractor is substantial; and 
when the price negotiated with the subcontractor is reasonable in view of the 
components produced,” 

The Board is to be complimented on having added this provision to its regu- 
lations, a substantial improvement, and if it were not for the phrase in the above 
regulation reading—‘“may not reasonably expect to be allowed as large a profit 
thereon”—we might agree that our proposed amendment to the Renegotiation 
Act is not needed. We feel, however, that the amendment we propose contains 
a very important shift of emphasis which is required for guidance of the Board 
and for incentive to industry. Our amendment indicates that a “proportionately 
higher profit allowance” should be given as a reward to a contractor “who 
achieves economies” through a small business subcontracting program. We 
believe it is the desire of the Congress to make clear that a contractor who saves 
on total cost to the Government by effecting economical subcontracts with small 
business should not suffer even a little penalty, as the wording of the Board’s 
regulation implies, but rather should be rewarded by sharing in the savings 
effected. This can only be accomplished by recognition that a “proportionately 
higher profit allowance” such as we propose is a more likely inducement than the 
prospect of a reduced penalty which is all that may be now inferred in reading 
the Board’s present policy as quoted above. 


MINIMUM AMOUNTS SUBJECT TO RENEGOTIATION AND EXEMPTION OF CERTAIN TYPE 
CONTRACTS 


In respect to our proposal to increase the minimum dollar amount subject to 
renegotiation and certain contract exemptions, our bill proposes that: 

“Sec. 3. (a) Section 105(f)(1) of the Renegotiation Act of 1951, as amended 
(setting forth minimum amounts subject to renegotiation), is amended (1) by 
inserting ‘, or $5,000,000, in the case of a fiscal year ending after June 30, 1959’ 
immediately after ‘1956’ each place it appears; and (2) by adding at the end 
thereof the following: ‘For the purpose of determining pursuant to the first 
sentence of this paragraph whether or not the receipts or accruals from such 
contracts and subcontracts shall be renegotiated for any fiscal year, there shall 
be excluded amounts received or accrued from— 

“*(A) any fixed price of incentive-type contract or subcontract if such 
contract or subcontract, by its terms, is subject to price redetermination or 
price revision ; and 

“*(B) any contract or subcontract awarded at a fixed price to the lowest 
acceptable bidder.as a result of competitive bidding in which three or more 
responsive and competitive bidders have taken part.’ 

“(b) Section 105(f) (3) of the Renegotiation Act of 1951, as amended, (relat- 
ing te determination of amounts subject to renegotiation), is amended (1) by 
inserting ‘, the $5,000,000 amount’ immediately after ‘the $1,000,000 amount’ in the 
second sentence; and (2) by striking out ‘$1,000,000’ each place it appears in the 
last sentence and inserting in lieu thereof ‘$5,000,000’.” 


MINIMUM AMOUNT SUBJECT TO RENEGOTIATION 


In our statement of July 1958 we said that “The 1956 amendments to the 
Renegotiation Act, in part, were of some benefit to smaller manufacturers 
Since the act was amended by increasing the minimum amount subject to 
renegotiation from $500,000 to $1 million * * *” and this “probably should now 
be increased to $5 million since rising labor and material costs have somewhat 
nullified the beneficial effects of the million dollar exemption” (hearings, p. 14, 
Ways and Means, July 29, 1958). 

We further stated that: 

“We are of the opinion that the only value of renegotiation will be found in 
its application to the hundred or so largest military contractors who tradi- 
tionally serve as sole source—noncompetitive—suppliers on complex items of 
defense material. For all other companies where competition is present, renego- 
tiation serves little purpose other than to increase the burdens of accounting 
and administration. An examination of the records of the Renegotiation Board 
would reflect that the bulk of the dollars recaptured come from the top 100 
defense contracting firms and that only meager sums are recovered from the 
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smaller defense contractors. For this reason we think the country would be 
better off if the minimum amount were raised as high as $5 million. At the 
same time, we would not press for such an amendment because there is not 
sufficient time to gather the detailed evidence necessary to prove the point. 
Therefore, it has not been included in our bill.” 

Data from the Board’s records can assuredly be secured for consideration 
during this session of the Congress and the breakdown of total recoveries from 
firms doing less than $5 million of defense work annually can be secured to back 
up the contention that these account for a minor portion of recoveries. It will 
be obvious that the extent of paperwork and special record-keeping bears most 
heavily on firms in the under $5 million categeory. 


UNDER $5 MILLION MEANS SMALL BUSINESS 


Businessmen have stated that it is a fact of life in manufacturing that a com- 
pany must have total sales at a minimum level of $10,000 to $12,000 per employee 
in order to survive. Hence, it is possible that a company with 100 employees 
must make total sales of about $1,200,000 or find itself in the red. Conversely, 
a company with more than 500 employees must have sales of around $6 million, 
or more. Thus, the exemption of $5 million for companies engaged in defense 
work will apply almost exclusively to small businesses. A few large companiés, 
of course, would be among those who are primarily manufacturers of com- 
mercial products, firms whose defense sales are a secondary and minor part of 
their total activity. It will be observed, however, that sales at such levels will 
be outside the realm of the “sole source—noncompetitive—suppliers of complex 
items” mentioned in our statement last year. Whenever a large firm’s participa- 
tion in defense work is at a level below $5 million it will almost always be in 
the area of supply and support items—blankets, clothing, detergents, type- 
writers, etc—where contracts are awarded by competitive bid and competitive 
restraints provide ample protection against excessive profit. 


EXEMPTION OF CERTAIN TYPES OF CONTRACTS 


Referring back to section 3 of our bill covering “minimum amounts” and “con- 
tract exemptions,” we recognize that the chief criticism directed against’ our bill 
(H.R. 13561 et seq., 85th Cong., 2d sess.) arose from the proposal to fully exempt 
certain types of contracts in the manner then proposed. Specifically, the lan- 
guage of the 1958 proposal read as 

“(10) Any fixed price or incentive type contract or subcontract, except at 
the option of the contractor or subcontractor, if such contract or subcontract, 
by its terms, is subject to price redetermination or price revision; or 

*(11) Any contract or subcontract which has been the subject of competitive 
bidding, except. at-the option of the contractor or subcontractor, if such contract 
has been awarded to the low bidder among three or more responsive and com- 
petitive bidders.” 

In stating opposition to this proposal to the members of the Committee on 
Ways and Means, Mr. Dechert of the Defense Department made two observa- 
tions. He said: 

“Tf a contractor or subcontractor takes a small profit or a loss on a contract 
or subcontract, he may elect, for purposes of setoff, to submit the contract or 
subcontract to the renegotiation process along with his other renegotiable busi- 
ness * * * On the other hand, if the profits of a particular contract or sub- 
contract are large, he may elect to exempt that contract or subcontract from 
renegotiation. Such a provision does not appear desirable.” 

Since this option to include or exclude would have applied to all contracts 
of the types noted for the largest as well as the smallest defense contractors, we 
have concluded that it might have placed some of the larger firms in a “heads- 
I-win-tails-you-lose” position—particularly, in one of those rare occasions where 
an attractive profit did arise from one of the types of contracts listed. That an 
excessive profit could arise in such a contract held by a small company seems 
next to impossible—first, because the total amount of the contract would neces- 
sarily be small; second, because the restraint of competitive bidding would pre- 
clude it in contracts awarded by such means; and finally, because the pro- 
cedures of price redetermination would effectively trim any prospective excess 
profit out of the remaining contracts covered by this proposal. 

It would be equally unfair, however, to attempt to correct this potential de- 
ficiency in the amendment proposal merely by eliminating the contractor option, 
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that is, by making the exclusions of such contracts mandatory. To do so would 
be to remove from the weighing process of renegotiation any consideration of 
those contracts which are most likely to result in skimpy profits or perhaps 
losses. I would violate the principles of the act which permits, as we have 
noted, “a contractor’s total business to be weighed in the balance, rather than 
merely to recover ‘excess profits’ on successful contracts and ignore others.” 

Both Mr. Dechert and Mr. Coggeshall took note of this need. As Mr. Dechert 
indicated : 

aoe renegotiation process applies, and properly so, to all contracts across the 
board.” 
and during his part in the hearing, Mr. Coggeshall stated : 

“I believe very strongly that if you are to have renegotiation, it is only fair 
to the contractor that you look at the results of the defense dollar, rather than 
just a particular contract. If we go back to the history, the very first act in 
1942 just provided for renegotiation contract by contract, and it ended up that 
there was a great holler, because in the contracts in which they found excessive 
profits there was no offset of those which had low profits or losses.” 


AN EQUITABLE SOLUTION BY THE REVISION OF SECTION 3 OF OUR PRESENT PROPOSALS 


In place of an optional exclusion of price-redeterminable or competitively 
awarded fixed price contracts—or a substitute mandatory exclusion—both cir- 
cumstances which appear to have some defects, our study over the past year has 
led us to a substitute proposal the benefits of which will be confined almost ex- 
clusively to small business. 

The essence of the proposal is this: Since price redeterminable contracts and 
other fixed price contracts awarded as the result of competitve bidding are 
automatically subject to restraints which assure against excessive profits to 
small business, we propose that the receipts from such contracts be excluded 
only in determining whether a contractor shall be subject to renegotiation. 
However, if the combined receipts from other types of contracts (sole-source 
fixed price, cost-reimbursable, ete.) on which excessive profits are more likely 
to arise exceed the proposed new minimum amount, then the contractor will be 
subject to renegotiation and the process will, as heretofore, be applied across 
the board. 

This proposal would in no way affect any of the larger defense contractors. 
They would have to do all but $5 million of their total defense business in the 
specific low-profit forms of contract delineated in order to gain exemption from 
the act—a near impossibility, but a blessing to the public purse if it should come 
about. In fact, for the middle-size companies, those firms doing perhaps $15 
to $20 million per year in defense contracts, this proposal would create a very 
strong incentive to seek the low-profit forms of contract in an effort to gain 
possible exemption. We can only conclude that the result would produce a true 
economy in the defense effort while at the time removing an excessive burden 
from thousands of small firms who seldom engage in contracting except in these 
low-profit forms. 

(See exact language of our new proposal above as part of section 3.) 

For example, for a company to determine whether it will be subject to renego- 
tiation after this proposed amendment, it will add its receipts and accruals from 
all other types of contracts—negotiated-firm-fixed-price, cost-reimbursable, fixed- 
fee or target-fee, ete—and if such receipts and accruals exceed the minimum 
amount, then the company will be subject to renegotation on its entire busi- 
ness, including the types of contracts in (A) and (H), above. 


BENEFITS OF OUR AMENDMENTS TO SMALL BUSINESS 


1. Nearly all small businesses will be excluded from the direct effects of 
renegotiation. 

2. Small and medium-size businesses will have strong incentive to seek the 
types of contracts which have built-in restraints against excessive profits. 

3. Excessive and burdensome recordkeeping will be eliminated for thousands 
of small companies. 

4. The uncertainties of waiting 2, 3, or more years for final action on renego- 
tiation will be eliminated for the small firms least able to cope with this problem. 

5. Since the total caseload of the Renegotiation Board will automatically be 
reduced, fairer and faster action may be anticipated by the remaining large 
companies who will continue to be subject to the act. 
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COMMERCIAL ARTICLE EXEMPTION—-SECTION 4 


It is felt that the proposal contained in our bills in the 85th Congress (H.R. 
13561 and its companion bills of 1958) was a fair and necessary proposal and 
that the same amendment should be offered at this time. The requirements of 
the present act are grossly unfair to small firms whose products compete directly 
with commercial type items of other firms but whose markets (because of loca- 
tion or sales pattern) are directed primarily to defense users. 

A typical example is that of a fastener manufacturer who competes directly 
with the products of all other fastener manufacturers in the country. His prices 
are dependent upon the prices charged by his competitors for their own wares. 
This is true even though the design and shape of a specific fastener may vary 
to a noticeable degree from a competitively offered product. This means that 
the buyer will weigh both price and prospective merits of the separate products 
of different sources of supply. 

Yet the large competitor—with national distribution—is automatically ex- 
empted from the act because he is able to show that more than 35 percent of the 
sales of his item are to nondefense users. While the smaller firm, whose effort 
is concentrated in meeting defense needs, remains subject to the act because he 
does not have ability to develop nondefense markets through a program of na- 
tional advertising and distribution and because he cannot show 35 percent of 
nondefense sales as to each separate article. 

It is difficult to believe that Board objection to this proposal can be regarded 
as anything more than a self-perpetuating interest in maintaining domination 


over an area of business in which little, if any, recovery of so-called excess profits 
can be demonstrated. 


MANDATORY EXEMPTIONS FOR STANDARD COMMERCIAL ARTICLES AND SERVICES 


The language of the proposed amendment, which is the same as last year’s 


proposals, is as follows: 


“Sec, 4. Section 106(e) (4) (B) of the Renegotiation Act of 1951, as amended 


(relating to mandatory exemption for standard commercial] articles and serv- 
ices), is amended to read as follows: 


“(B) the term ‘standard commercial article’ means, with respect to any 
fiscal year, an article— 

“(i) which either is customarily maintained in stock by the contractor or 
subcontractor or is offered for sale in accordance with a price schedule regu- 
larly maintained by the contractor or subcontractor, and 


“(ii) which two or more competitors can be shown to maintain in stock, 
or which is substantially similar to articles which two or more competitors 


offer for sale in accordance with regularly established price lists ;”. 


SUPPLEMENTARY COMMENT ON DEPARTMENT OF DEFENSE COMMENTARY, WAYS AND 
MEANS HEARINGS, JULY 29, 1958 


With respect to the proposed exclusion of contracts awarded as the result of 
competitive bidding in determining whether a contractor shall be subject to the 
act, a comment by Mr. Dechert of the Department of Defense, although no longer 
directly applicable, should not go unanswered. 

Mr. Dechert said that competitive bidding ‘‘in the field of complex items where 


costs cannot be accurately forecast * * * do not guarantee against excessive. 


profits.” He added that, “In the field of aircraft, for example, perhaps three or 
more companies would actually bid in connection with a proposed contract for 
the development and production of a complex piece of equipment. This does not 
mean that the successful bid is based on accurate cost estimates. In the pro- 
curement of complex equipment, competition does not necessarily guarantee 
against excessive profits.” 

With due respect to Mr. Dechert, the competition to which he refers never is 
on the basis of a firm fixed price to the low bidder. In fact, firm fixed price bids 
are regarded as impossible for the development and production of a complex 
piece of equipment, for the very reason he states, the inability to make accurate 
cost estimates. Such competition is actually conducted as a competitive negoti- 
ation, evaluation being on the basis of proposals (not fixed price bids) which 
present varying approaches to problems of design, engineering, manufacture, etc., 
plus an estimate of cost and a proposed management fee. Such negotiated con- 
tracts would not have been excluded by the amendment proposed last year, nor 


wol 
pro 
V 
syn 
I 
apy 
Act 
Go 
wil 
al 
des 
phi 
So 
ha 
fré 
On 
es} 
pel 
th: 
| 
th 
tu 
mi 
wi 
ta. 
fo 
al 
re 
£ 
b 
Pp 
i 
J 
t 
I 
t 
T 
] 


EXTENSION OF THE RENEGOTIATION ACT 285 


would they be excluded from the computation provided for in this year’s 
proposal. 
‘ We respectfully urge the Committee on Ways and Means to give serious and 
sympathetic consideration to our proposals. ; 

Finally, we would like to call to the attention of the members an editorial 
appearing in the Wall Street Journal on August 4, 1958, on the Renegotiation 
Act of 1951. 

“LOADED LANGUAGE 


“One of the troubles with the current debate over the Renegotiation Act for 
Government contracts is that it is wrapped up in some emotion-laden language. 

“This is the law which permits the Government, having once made a contract 
with a manufacturer to supply goods at a certain price, to later ‘renegotiate’ it 
and reduce the amount it has agreed to pay. The law is usually described as one 
designed to recapture ‘excessive profits’ on defense contracts. 

“Now ‘negotiation’ is a respectable word and ‘excessive profits’ a disreputable 
phrase. Almost everyone is opposed to the latter and in favor of the former. 
So a proposal to negotiate away excessive profits has a hard time getting any 
hard discussion. 

“But before Congress leaps into extending this wartime measure it ought to 
frankly recognize that this ‘renegotiation’ in practice is pretty much unilateral. 
One party in the negotiation, the manufacturer, has a pistol at his head. This is 
especially true of industries, like aircraft manufacturing, that are heavily de- 


pendent on Government business. As a practical matter, the law simply means 
that the Government can later change its mind on what it agreed to. 


“And ‘excessive profits’ is a phrase With no definable meaning. There are 
those who think any profit excessive, and some who think thus are no strangers 
to Government service. In practice it has come to mean any profit a manufac- 


turer makes over and above what the Government now thinks he ought to have 


made. 


“Quite apart from that, there is room for a little thought about the familiar 


wartime attitude of ‘hang the costs’ of making this or that; that attitude cer- 
tainly wasn’t discouraged by the knowledge that if the costs were held down the 


Government would simply ‘renegotiate’ any savings away from the manufacturer. 
“Nothing is so likely to spur economy and efficiency in operation as a reward 


for it; nothing discourages it like the knowledge that lower costs will profit the 


manufacturer nothing. It is not at all unlikely that a renegotiation law gener- 
ally applied could increase the Government’s cost of buying things. 


“At any rate, we think before Congress approves the bill out of habit it might 
reflect that it is endorsing a practice by the U.S. Government that would hardly 


be tolerated in any other buyer.” 

Mr. Curtis. Under the present regulations of the Renegotiation 
Board, they state that they are trying to encourage subcontracting, 
and yet at the same time they state in that same regulation that they 
give more profit to the corporation that is not subcontracting. 

In other words, if it does it within its own shop, it gets more profit. 
Tf it subcontracts, it gets less prohit. 

Are you familiar with that ¢ 

Mr. Hutt. 1 am familiar with this type of provision. They have 
been worked out in many instances by the military contracting peo- 
ple, of course. 
_ Mr. Curtis. Has that in your judgment and the judgment of your 
industry been somewhat of a deterrent to subcontracting, or would 
you not attribute much importance to it one way or another ? 

Mr. Hutt. I would not personally attribute much importance to 
this because it is general industry practice to pass on the same profits 
percentages to the subcontractors that they receive as main con- 
tractors. 

Mr. Curtis. Yes, but the point has been made by the Small Busi- 
ness Committee, and I want your evaluation, that by permitting a 
prime contractor, if it performs the functions itself, to get more 
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profit than if it subcontracts, there has been an indication that the 
incentive being that ways tends to cut down on the number of subcon- 
tracts that might otherwise occur, and I was wondering whether this 
was purely theory or whether in practice it worked or whether you 
had any knowledge of it? 

Mr. Hutz. I would have to examine this in the light of our indus- 
try to give you an honest answer. 

Mr. Curtis. If you can Supply the information on this particular 


point, I would appreciate it, because it is a point that this committee 
will have to decide 

Mr. Hutu. Surely. 

5 faanaman referred to was not available at time of going to 

ress. 
- Mr. Curtis. One other statistic. 

You might or might not have it, but I thought this would be a 
good industry to ask. I presume that, having so many people in this, 
you have a number of failures as well as companies that do not make 
money on Government contracts; is that true? 

Mr. Huux. We have remarkably few failures, Mr. Curtis. While 
company names disappear from the small busines area, it is usually 
because they amalgamate either with other small companies to from 
larger ones, or are absorbed by larger ones as a matter of dispersion 
diversification in the case of other companies, but the record of fail- 
ures is remarkably good. We have very few. 

Mr. Curtis. I am very glad to hear that. 

What I was getting at, of course, is this question that has been 
raised as to whether this is a one-way street for those contracts that 
are subject to renegotiation. 

Some of your paper dwelled upon the a attempt by the 
Congress to have the Renegotiation Board take into consideration 
losses or limited profits on one contract to be applied against others, 
and it is your suggestion that we possibly permit carrying on back to 
prior years to see whether there are low profits. 

The question that comes to my mind is whether or not there are a 
number of companies that have had Government contracts that have 
made little or no profit at all and maybe that is the extent of their deal- 
ings with the Government. 

was wondering if you had any statistics or any ideas in that area, 
whether that is a true statement or not. Isthataproblem? 

Mr. Hutu. It isa problem certainly. 

T can round up within our industry statistics along these lines and 
supply them to the committee. 

(Information referred to was not available at time of going to 

ress. 
‘ MP Curtis. I think it is important to know that because in this 
private enterprise system, it is a risk to enter into any contract and, as 
you have pointed out—and I was very interested in those figures, par- 
ticularly one small company—you call them high risk companies and 
they probably do actually make higher profits in certain years in 
order to bridge the period when they are not doing so well. 

If that is a characteristic of the industry, then I am glad we set up 
the renegotiation procedures the way we set them up, to allow for that. 
The Government would be taking the gain and not giving credit for the 
loss. 
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Mr. Hutt. I certainly can provide many instances to back up the 
statement you have just made. , 

You realize, of course, that electronics is advancing very rapidly. 
This means an extremely high engineering content in our business and 
there has to be a substantial development by every company to keep 
abreast. of the art. 

Mr. Curtis. And research and development. 

Mr. Huuz. This means that there has to be support of this by enough 
earnings to reinvest in their basic research and engineering efforts, and 
in many cases, particularly in small companies, a 12-percent profit 
would just not permit this. 

Mr. Curtis. My basic question and my last question is in this area, 
and electronics would be one of them, where we are dealing in new 
products where it is difficult to fix costs, and therefore a good percent- 
age would indicate another look. Whether we call it renegotiation 
or redetermination, and I assume that your people have had rede- 
termination clauses in some of their contracts where the redetermina- 
tion is done by the people who originally did the contracting, whether 
in your judgment, being against excessive profits, as we all are, rede- 
termination would not adequately take care of that. 

Mr. Huu. Generally, I woul supper redetermination as the right 
vehicle for this purpose. I am speaking as an individual now and not 
for the association, Setamed this has et beni taken up as a matter with 
our association members. 

I should like also to concur with Mr. Allen’s statement rdin 
Government negotiators. We, too, have found them most able an 
dedicated. 

In fact, as an individual again, I would just hazard an observation 
here that the multiplicity of reviews and controls placed over these 
negotiators has had an undermining effect on their morale. 

i r. Curtis. Would not redetermination catch a windfall ? 

Mr. Huu. Yes, sir; certainly. 

Mr. Curtis. What would it not catch? 

I have always emphasized we are not talking about fraud. We are 
talking now in the area where we are going to have miscalculations 
and errors because of lack of knowledge on the part of both parties 
and you take a relook at it. I cannot visualize redetermination not 
capturing back or taking care of windfalls and accidents, miscalcula- 
tions, and so forth. 

Mr. Huxy. The only thing I can think of that it wouldn’t provide for 
would be profits negotiated in good faith originally which, in the 
opinion of the Renegotiation Board, were excessive. 

Mr. Curtis. That is the whole point. 

We do not want excessive profits, but I suspect that people who are 
actually knowledgeable in the field, and this would be our military 
procurement agencies, would have a much better knowledge of what 
18 excessive and what is not. I would much prefer to rely on their 
judgment than I would on an independent board, no matter how well- 
meaning they might be, who by the very nature of their work are not 
familiar with the details, and it is the details, it seems to me, that go 
to make up the evaluation. 

Mr. Hutt. I thoroughly agree, sir. 

The Cuarrman. Mr. Betts will inquire. 
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Mr. Berts. I just wanted to ask one question. 

On page 5 you state that there are two stages, the development 
period and the manufacturing period. Do you mean to ego that 
those are two pretty well-defined areas where there may be a loss in 
one and profit in another? 

Mr. Huu. Very definitely; yes, sir. 

In many cases the development is undertaken at company expense 
or at a very low profit with disallowances and redeterminations which 
may eliminate any profit during that development period. Only 
subsequent “gona can compensate for that. 

Taking the electronics industry by and large, and averaging out 
the period from the inception of an idea to its ultimate operational 
use, you will find on the average a minimum of 5 years has elapsed, so 
that there is a span there that must be considered. 

It is only in extremely rare cases that any job can be placed into 
one year, which is the limit of the Renegotiation Board’s determina- 
tions at the present time. 

Mr. Berrs. What you are saying is that in the process of renegotia- 
tion, the cost in development stage is not adequately taken into con- 
sideration, is that right? 

Mr. Hutu. That is correct, sir. 

Mr. Berrs. Do any of these bills take care of that? 

Mr. Hutu. We have proposed language here to extend either side 
of the renegotiable year to affect this consideration. 

Mr. Berrs. That is what you are referring to on page 5? 

Mr. Hutz. That is correct. 

The CHarrman. Are there any further questions of Mr. Hull? 

If not, Mr. Hull, we thank you, sir, for bringing to us the views 
of the Electronics Industries Association on the subject of renego- 
tiation. We thank you. 

Mr. Hutz. Thank you, sir. 

The Crarrman. Our next witness is Mr. Frank M. Ballou, repre- 
senting the Electrical Equipment Representatives Association and the 
Conference of American Small Business Organizations. 

Mr. Ballou, will you please identify yourself for the record by giv- 
ing us your name, address, and capacity in which you appear. 


STATEMENT OF FRANK M. BALLOU, REPRESENTING ELECTRICAL 
EQUIPMENT REPRESENTATIVES ASSOCIATION AND THE CON- 
FERENCE OF AMERICAN SMALL BUSINESS ORGANIZATIONS, AC- 
COMPANIED BY DONALD J. RAPSON, GENERAL COUNSEL FOR 
BALLOU, INC. 


Mr. Batxov. I thank the committee for the opportunity of making 
this presentation. 

My name is Frank M. Ballou, and I am a manufacturers’ represent- 
ative in the electrical equipment field. I am also a registered pro- 
fessional engineer. 

I am accompanied by Mr. Donald J. Rapson of Nordlinger, Biegel- 
man, Benetar & Charney, of New York City, general counsel to our 
business, which operates under the corporate name of Ballou, Inc., 
and is located at 51 North Broad Street, Ridgewood, N.J. 
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T appear at this hearing as spokesman for the Electrical Equipment 
Representatives Association and the Conference of American Small 
Business Organizations, as well as on my own behalf. 

Manufacturers’ representatives are an essential element of our econ- 
omy because smaller manufacturers do not have the sales volume to 
justify the expense of maintaining their own district sales offices. 

herefore, these manufacturers must depend on such persons as my- 
self who, as independent contractors, operate offices representing a 
number of manufacturers, thus spreading the selling overhead over 
the group. 

We think it is fair to state that most small manufacturers, especial- 
ly in the electronics field, could not operate without the services of 
manufacturers’ representatives. 

We appeared before this committee during last July’s hearings 
on the aaagetigtion Act, and at the conclusion of our testimony 
Congressman Simpson stated as follows: 

I wonder what it is in the profession that you represent that would induce 
the Congress to imply that if you earn over $25,000 a year we have to take a 
special look at your business. 

After all the testimony was in, the committee voted to extend the 
act for 6 months, but stated in its report: 

* * * it is the intention of your committee to undertake a broad review of the 
entire subject of renegotiation early in the next Congress. At that time considera- 
tion will ge given to the scope, objectives, and procedures of renegotiation and to 
possible amendments, including those proposed at the hearing on my present bill. 

On the basis of this committee’s sympathetic reception to my testi- 
mony, and on the basis of its expression of intent to study the proposi- 
tions presented, we were reasonably confident that those responsible 
for drafting further legislation on the Renegotiation Act would pro- 
pose some measures that would alleviate the harsh, abusive, and dis- 
criminatory treatment presently accorded manufacturers’ representa- 
tives under the act. At the very least we expected that there would be 
an attempt to explain or justify this treatment. 

But, to our extreme disappointment, the Department of Defense has 
proposed a bill which again completely ignores the difficulties of the 
manufacturers’ representatives and testimony of July 1958. Whether 
this failure is intentional or inadvertent, basic elements of fair consid- 
eration require that this committee take notice of this fact. 

H.R. 5123, proposed by Congressman King, is a better bill because 
it provides a rule that previously agreed-upon profits should not later 
be determined to be excessive. Unfortunately, however, the manu- 
facturers’ representative is ignored under this bill also, because the 
terms of this rule defining agreed profits are not clearly applicable to 
straight commission contracts. 

I believe that I can best fulfill my duty to those whom I represent, 
and at the same time offer a constructive service to the committee, by 
spelling out in detail those areas of the Renegotiation Act that are 
unjust or harsh as applied to the manufacturers’ representative. This 
approach is based on the assumption that a meritorious appeal to the 
sense of logic, reason, and fair play of this committee will receive 
sympathetic consideration and remedial action by its members. 

1. The first matter that we wish to present is the propriety of re- 
negotiating the typical manufacturers’ representative, who is consid- 
ered a subcontractor under section 103(g) (3) of the act. 


990 EXTENSION OF THE RENEGOTIATION ACT 


In order that the record may be clear, it is important that this com- 
mittee recognize that the representative receives a standard commis- 
sion rate without any distinction between Government and nongov- 
ernment contracts. The agreed commission is one of the factors 
entering into the overall contract price. 

Why then should the Government be able later to force the manu- 
facturers’ representative to remit part of his commissions and oblige 
him to take a lower commission rate ? 

There is no justification for forcing the manufacturers’ aig lay oa 
tive to accept a commission rate on Government business less than 
that on non-Government business. The effect of such a policy is to 
cause manufacturers’ representatives to divert their selling activities 
away from Government contracts. The representatives who will be 
diverted will be the ablest ones with the result that the Government 
will receive inferior selling services. 

The Government’s only excuse for this policy is the size and volume 
of Government contracts. But Government contracts, especially 
those in defense areas, are far more complex than the routine com- 
mercial contract, and carry a much heavier responsibility. 

In our own company, I am the only professional engineer and year 
in and year out I devote a much higher proportion of my time to the 
technical requirements of Government contracts than to commercial 
contracts of the same size. However, when I presented detailed in- 
formation concerning the technical contributions I rendered in cer- 
tain Government contracts to the Regional Renegotiation Board hear- 
ing, I was met with the argument—and please mark this—that it was 
natural for me to have to put in the extra effor in processing Govern- 
ment contracts because these efforts were merely part of the sales- 
manship necessary to make the sale. 

In se words, I have been told that no matter how much I devote 
myself to a Government contract, and no matter how much of my 
professional engineering knowledge is called for, I am still not en- 
titled to the same commission rate as I receive on nongovernmental 
contracts requiring less effort. ; 

2. The Congress has properly recognized that there is no need for 
renegotiation when there is a competitive sales market, and has ac- 
cordingly provided exemptions for the sale of standard commercial 
articles and services. But the Renegotiation Board has held that 
these exemptions are not available to the manufacturers’ representa- 
tive dealing in these very same standard articles and services. In 
my own case, my principals are exempt, but I am renegotiated every 

ear. 
We ask you, gentlemen, if the fact of competition has been estab- 
lished in a given industry so that a manufacturer has been accorded 
an exemption, what possible justification is there for not giving the 
representative the benefit of that exemption ? 

And when you consider this question, please bear in mind that the 
sales would not be renegotiable if made by an employee of the manu- 
facturer. It is only renegotiable when made by an independent 
manufacturers’ representative. 

3. One of the harshest examples of the manner in which the Re- 
negotiation Act discriminates against manufacturers’ representatives 
is presented by the statutory minimums under the act. 
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In 1953 all contractors, other than manufacturers’ representatives, 
receiving less than $250,000 during the fiscal year, were exempt from 
renegotiation. We representatives were subject to the act if our 
aggregate commissions were more than $25,000. Thereupon, the 
Congsew, recognizing the economic facts of life, doubled the manu- 
facturers’ $250,000 exemption to $500,000, and again doubled it to 
$1 million in 1956. 

But what of the manufacturers’ representative? This exemption is 
still the same old $25,000. 

We ask this committee to correct this manifest discrimination. By 
all rights, of course, your remedial legislation should be made retro- 
active, but in any event, if this act is to be continued, the statutory 
minimum exemption for manufacturers’ representatives should be no 
less than $100,000, leaving only the commissions aggregating more 
than this minimum subject to renegotiation. 

4. The burdensome effect of the act upon the manufacturers’ repre- 
sentative cannot be overlooked by the committee. We are small busi- 
ness organizations, and in order for us to survive, we must devote 
all of our time to our business. Many of our problems are extremely 
complex and technical, and call for the rendition of the most com- 
petent professional engineering service. And yet each year we are 
called upon to spend extensive time and expense meeting the demands 
of the Renegotiation Board. 

In our company, we have one bookkeeper and utilize the services 
of an accountant, but the Board requires detailed, extensive informa- 
tion from us that we simply are unable to furnish. 

For example, our small company is expected to be able to have an 
itemized breakdown of every sale we obtain in order to determine 
whether the sale is or isn’t a renegotiable contract, information that 
we have no reason whatsoever to record, except for the demands of 
renegotiation. In many instances, since we are only the remotest 
of subcontractors, it is Impossible for us to know whether the com- 
ponent part we sell eventually goes into a renegotiable contract. 

Logically, of course, the prime contractor should know, but since 
they are often exempt from the act, under the standard commercial 
article and service provision, the prime contractor does not keep his 
records in this manner. And so the representative has no choice but 
to face an arbitrary determination from the Board. 

5. We are very sincere when we use the words “arbitrary deter- 
mination.” Perhaps it isn’t the Board’s fault. 

However, if this committee will merely glance at the factors enu- 
merated in section 103(e) of the act, which must be considered in 
determining whether there are excessive profits, and ask itself how 
these factors can realistically be applied to the business of a manufac- 
turers’ representative, it will be readily apparent that no guides are 
provided and that it is impossible for any kind of dependable objec- 
tive determination of execessive profits to be made. 

What does the Board do? 

It simply holds that the rate of commission should be cut by X 
percent. We submit to this committee that this is arbitrary, capri- 
cious, and oppressive. The manufacturers’ representative is given no 
way of estimating the likelihood or extent of the refund which may 
be demanded, and it is impossible for him to plan for business expan- 
sion or investment. 
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Furthermore, he is required to wait several years until the renego- 
tiation process is completed, by which time the refund demanded may 


not only absorb available investment capital, but may also eat into: 


the then working capital. 

My counsel have prepared a memorandum spelling out suggested 
amendments to the act that would provide relief to the manufacturers’ 
representative along the lines suggested in this statement. We ask 
that this memorandum which is annexed to this statement, be made 
part of the record in this hearing. 

We manufacturers’ representatives are vitally concerned that the 
matters presented in this testimony be carefully considered in this 
committee’s deliberations. 

By way of conclusion and summary, these matters are: 

(a) Whether it is reasonable that manufacturers’ representatives 
should be subjected to renegotiation when their commission rate is 
exactly the same regardless of whether they obtain Government or 
non-Government business, and whether it is right for the Government 
to force them to take a lower rate on Government business. 

(6) Whether the needs of defense are served by diverting the ef- 
forts of efficient and capable manufacturers’ representatives away 
from Government business by exposing them to a lesser compensation. 
on Government business than that on comparable non-Government 
business. 

(c) Whether there is any justification for refusing to extend the 
standard commercial articles and services exemption to manufac- 
turerers’ representatives. 

(d@) Whether the act harshly discriminates against the manufac- 
turerers’ representative by not giving him the same proportionate in- 
creases in the statutory minimum exemption that would have been 
accorded to all other persons under the act since 1953, and whether or 
not this minimum should not now be proportionately increased to at 
least $100,000 and made retroactive as of the time of the other in- 
creases. 

(e) Whether the act places such unreasonable burdens upon our 
group of small businessmen that basic and fundamental considera- 
tions of fairness and justice are violated. 

In this connection, it is pertinent for this committee to inquire of 

the Renegotiation Board and the Treasury Department whether the 
net refunds obtained by the Government in renegotiating the typical 
small manufacturers’ representative are worth the time, effort, and 
expense incurred by the Government in undertaking such a pro- 
ceeding. 
(f) “Whether the act offers any guides enabling one to attempt an 
objective and consistent determination of excessive profits with respect 
to the manufacturers’ representatives, or whether the act is actually 
oriented only toward large manufacturers with the small representa- 
tive being the unhappy victim of vague, catchall provisions. 

We manufacturers’ representatives sincerely believe that we have 
been the victims of unfair discrimination. 

If the Renegotiation Act is to be extended as provided in the bills 
before the committee, it is most urgent that the measures include the 
removal of hardships presently built into the act. Because we are 


small in size, we have been ignored in the past, but we earnestly hope 


that this committee will now give us some relief. 
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We are not asking for special favors. We are asking for fair and 
decent treatment, and we believe that the points raised in this state- 
ment are reasonable and merit appropriate remedial action on the 
part of this committee. 

We thank the committee for according us the privilege of being 
heard, and we are glad to answer any questions you may ask. 

The Carman. Without objection, Mr. Ballou, the copy of your 
suggested amendments will be included at this point in the record. 

(Information referred to follows:) 


SUGGESTED AMENDMENTS TO THE RENEGOTIATION ACT IN IMPLEMENTATION OF THE 
TESTIMONY oF F. M. 


(A) The determination of excessive profits would take into consideration the 
fact that the commission rate of manufacturers’ representatives is exactly the 
same regardless of whether they obtain Government or non-Government busi- 
ness if section 103(e) of the Renegotiation Act were amended by the addition 
of a new paragraph to read as follows: 

“The extent to which rates of compensation or commission in a particular 
industry are standardized and uniformly applied to all contracts or subcon- 
tracts therein, regardless of whether such contracts or subcontracts are 
subject to this title.” 

(B) The standard commercial articles and services exemption can be ex- 
tended by amending section 106(a) of the Renegotiation Act as follows: 

By reversing the order of present subsections (7) and (8) and amending 
the present subsection (7) by deleting therefrom the words “of any para- 
graph, other than paragraph (8)”. 

(C) The manufacturers representatives can be given the proportionate in- 
crease in the statutory exempt minimum by amending section 105(f) of the 
act as follows: 

By substituting in present subsections (2) and (3) the amount of “$100,- 
000” wherever the amount of “$25,000” presently appears. 

The Cuarrman. Are there any questions of Mr. Ballou? 

Mr. Mason. 

Mr. Mason. Mr. Ballou, you have made a rather clear and convinc- 
ing argument. 

Cas thing I want to know is about how much of your business is 
with the Government and how much with private industry ? 

Mr. Batuov. For the year 1958, it was approximately 58 percent 
Government business and the balance commercial. 

Mr. Mason. And on that Government business you get some of the 
cream taken away from you? 

Mr. Batxov. That is correct. 

Mr. Mason. That does not seem fair tome. You are in kind of a 
queer position, I would say; I would say kind of a queer kind of an 
animal in between the two millstones. 

Mr. Batxov. I might add, Mr. Mason, that approximately 90 per- 
cent of my time is devoted to Government business. 

Mr. Mason. Yet you get renegotiated on that. How many are 
there ? 

Are there a great many manufacturers’ representatives that are 
doing business like you are? 

Mr. Bauiov. It is my understanding there are approximately 2,200 
manufacturers’ representatives in the country. 

Mr. Mason. I think we ought to give consideration to that. I can- 
not see any sense in even renegotiating you as an agent selling business, 
and certainly if the manufacturers go up in the amount that they 
can make without being renegotiated, you fellows ought to, too. 
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Mr. Batiov. Thank you, Mr. Mason. That concurs with our feel- 


m 

The Cuarrman. Mr. Curtis will inquire. 

Mr. Curtis. I just want to be sure of one point, and I think it is 
clear. I think you have said it: All your clients are small- and 
medium-sized business; is that right ? 

Mr. Batxov. My clients? 

Mr. Curtis. Yes. 

Mr. Batxov. No, sir. You mean my principals? 

Mr. Curtis. Yes. 

Mr. Batiov. Yes, my principals are. They are all small business, 

Mr. Curtis. That is what I meant. 

In other words, the larger concerns have their own employees who 
do the kind of work that you do? 

Mr. Batiov. That is correct. They have the sales volume to justify 
maintaining district offices nationwide, whereas the people whom | 
represent do not have. é 

Mr. Curtis. Therefore, one thing that appeals to me, aside from 
your own problem, is the situation of smal] businesses who are de- 
pendent upon good manufacturers’ agents for doing the work that 
the larger ones can have their own employees do. 

Mr. Batiou. That is correct. 

Mr. Curris. This seems to me to be an inequity, too, to the small 
businesses who are trying to do business with the Federal Government. 

Thank you. 

The Cuatrman, Are there any further questions of Mr. Ballou? 

Tf not, we thank you, Mr. Ballou, for bringing to us the views that 
you have expressed. 

Mr. Bariov. Thank you. 

The CHARMAN. Our next witness is Mr. Kenneth E. Hughes. 

Mr. Hughes, will you identify yourself for the record by giving 
us your name, address, and capacity in which you appear, and then 
introduce the gentlemen with you? 


STATEMENT OF KENNETH E. HUGHES, REPRESENTING ELEC- 
TRONIC REPRESENTATIVES ASSOCIATION, ACCOMPANIED BY 
HENRY LAVIN, CHAIRMAN, LEGISLATIVE COMMITTEE, AND 
WILLIAM C. WEBER, JR., EXECUTIVE SECRETARY 


Mr. Hueues. Thank you, sir. My name is Kenneth E. Hughes, 
with offices in Union City, N.J. I am an independent manufacturers’ 
representative in the electronics field. I appear on behalf of the 
Electronic Representatives Association, a trade association of inde- 
pendent technical sales representatives all across the country. 

I have with me the chairman of our legislative committee, Mr. 
Henry Lavin, on my right, an electronic representative from Meriden, 
Conn.; and our executive secretary, Mr. William C. Weber, Jr., of 
Chicago, on my left. 

The membership of ERA numbers over 600 member firms, with 
about 2,500 employees. Like myself, a great number of these em- 

loyees have engineering backgrounds, including an increasing num- 
Coe who are olnecetat engineers, and/or who have engineering de- 


grees ranging through a doctorate. 
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Taken together, these independent sales agents represent over 1,000 
electronic manufacturers, encompassing a substantial number supply- 
ing components, equipment, and electronic hardware for our defense 
effort. Because of this fact, and the background and characteristics 
of our members, we are proud of the part we play as small business- 
men in aiding this country’s defense activities. 

The fact that we are independent smal] business organizations 
comes about because all of us are the field sales and engineering force 
for two or more electronic manufacturers, working under a contrac- 
tual relationship. As such, we perform functions similar to those 

erformed by the technical field sales engineers employed directl 
by some companies, except that we underwrite the expenses involved, 
instead of our factories whom we represent doing so. 

I say “similar functions,” however, rather than “identical func- 
tions,” because in many ways we serve the manufacturers we repre- 
sent in greater capacity than ordinary salesmen employed by only 
one factor. 

In rendering technical and engineering assistance to our customers, 
for example, we often aid in the design of the product, and assist the 
customer, often the Defense Department, in making application of 
various products to his various n°eds. 

Because we handle a number of complementary types of products, 
and have extensive technical and engineering knowledge, we can, in 
some instances. suggest modifications on an already existing product, 
thereby saving the costs involved in designing a new one. 

In our technical liaison between manufacturer and defense cus- 
tomer, we perform other such timesaving services as on-the-spot 
drafting—at no expense to either party—field testing of components 
conducted with our own test equipment, and immediate repair service 
performed by highly skilled technical personnel in our service depart- 
ments. 

Many of us maintain demonstration laboratories and mobile display 
rooms, obviating the necessity for expensive trips back to the factory 
by customers, or the equaly costly process of shipping to the customer 
equipment which may prove not to be applicable to the particular 
mission. Our sample inventories enable our customers’ engineering 
departments to expedite the design and testing of prototyes and first 
articles, a vital and timesaving service to the Government. Where 
indicated, we also maintain warehouse quantities of given items so as 
to forestall delays in meeting production schedules. Technical bul- 
letins on product application, specification data sheets, and our ex- 
perienced engineering knowldege is immediately available to our 
Government ond other customers. 

On the other hand, we supply marketing counsel to the manufac- 
turers we represent, keeping them abreast of defense industry require- 
ments, both present and future. It is precisely because we handle 
more than one line of products that we often uncover important ap- 
plications for products other than the particular one we are selling 
ata given time. I, myself, have had repeated experiences in which I 
have detailed to design engineers, the utilization of an already exist- 
ing component where they have been considering an entirely new de- 
sign. This occurred because I had been invited in to discuss an en- 
tirely different product and in the course of conversation, learned of 
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their other need. My experiences, duplicated daily across the country, 
have meant a savings in time and money, both to the customer, the 
Government, and to our principals, the manufacturers. Because we 
are independent, small businessmen, faced with some of the same 
technical management problems besetting our factories, we are called 
upon to furnish management counsel to our manufacturers, particu- 
larly in the areas of sales and engineering policies. 

By performing these marketing and technical functions for our 
manufacturers, we reduce their overhead. More importantly, 
through our ability to perform these services on a pooled basis for 
several manufacturers, we are able to do this far less expensively than 
could each of these manfacturers if required to establish his own 
sales engineering department. This factor, of necessity, reduces the 
ultimate price of the commodity to the customer—in this case, the 
Government. 

It is with this background, gentlemen, that we come before you to 
ask that we be accorded the same status under renegotiation as the 
sales engineer who is employed by only one factory on a direct basis. 
Such people, many of whom are also on some sort of a commission 
basis, are not included under the act, and their compensation is not 
subject to renegotiation ; rather, their compensation is included as part 
of the manufacturer’s product cost. The cost to a manufacturer of 
his sales representatives takes the place of the compensation for di- 
rectly employed salesmen, and should be included as a part of his 
normal product cost. The primary reason for using our services in- 
stead of directly employed sales engineers is to do a better job at a 
lower cost to the Government or any other customer. 

Other independent business firms, who have a contractual relation- 
ship with manufacturers, such as law firms, accounting firms, adver- 
tising agencies, management consultants, et cetera, are also exempted 
from possible renegotiation. Since we have similar contractual rela- 
tionships with the manufacturers, we request, gentlemen, that we be 
accorded the same status as they under the Renegotiation Act. 

We request, most respectfully, that an amendment to the Renegoti- 
ation Act specifically exempting bona fide manufacturers’ representa- 
tives from its provisions. By “bona fide,” we refer to the definition 
of the Defense Department which reads “established commercial or 
selling agencies maintained by the contractor or manufacturer for the 
purpose of securing business, even though paid on a commission 
basis.” This will simply accord us, as the contractual district sales 
engineering offices for manufacturers selling to the Government, equal 
treatment with the other selling, engineering, technical, and profes- 
sional firms and persons used by these factories, whether employed 
directly or used on a contract basis. 

If, however, this committee feels that all independent business firms 
who have a contractual relationship with manufacturers, including 
among others, law firms, accounting firms, advertising agencies, man- 
agement consultants, sales representatives, et cetera, should be placed 
under the jurisdiction of the act, we respectfully request that an 
amendment be placed in the act to grant similar treatment accorded 
to manufacturers years ago. As you will recall, the act was amended 
twice—once in 1953 and again in 1956—+o raise the “floor” on a manu- 
facturer’s sales volume before he would become subject to the provi- 
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sions of the act, from the original $250,000 to $1 million its present 
form. We now ask that the $25,000 “floor” on commissions paid to an 
independent contractor representative before he is subject to the act 
be raised in identical ratio to $100,000. The reasons for raising the 
manufacturers’ limit are well known to the committee, and I will not 
take your time to repeat them. For many of the same reasons, and 
because we are an established and integral part of the manufacturing 
operations in numerous instances, we ask this amendment. 

We should also like to request that any commission amounts paid 
to bona fide manufacturers’ representatives on sales to the Govern- 
ment which are paid at commisison rates not in excess of those paid on 
nongovernmental business for similar items, be automatically excluded 
from the provisions of the act. Such an exclusion should, of course, 
apply only when comparable quantities are involved. 

Lastly, we respectfully request amendment of the act to provide 
that only those commisison amounts paid on renegotiable business 
which are in excess of the “floor,” at which renegotiation can begin, be 
subject to possible renegotiation, and that the amount of commission up 
to the “floor” be exempted. 

These amendments, we feel, will serve as a stimulus to many of our 
members who now seek commercial or non-Government business in 
preference to Government business because of the fear of possible re- 
negotiation, even where the purchasing conditions may be the same in 
both types of sales. This is particularly true because many of our 
sales are to subcontractors, or sub-subcontractors, and the representa- 
tive has an extremely difficult time determining how much of products 
will be used on items subject to renegotiation—so difficult that many 
of them prefer not to go to the time and expense involved. We believe 
that exemption from the act, or even the amendments requested above, 
would benefit the defense effort through the added weight of the tech- 
nical and application engineering skills of representatives who now 
eee to do defense-program selling, or do such selling on a limited 

asis. 

Mr. Chairman, if I may depart from my prepared statement for a 
moment, may I add emphatically that our members are categorically 
opposed to excessive profits, and particularly those incurred at the 
expense of the taxpayer. At the same time, we sincerely believe that 
the statement of the Renegotiation Board, made yesterday before this 
committee—and I quote: “renegotiation has ceased to be a problem 
to the small business community”—that this statement will be com- 

letely accurate only when the burden of renegotiation has been lifted 

rom independent representatives. The Board followed its state- 
ment with an enumeration of the relief already granted to small 
manufacturers. Even more significantly, the Board also stated and 
again I quote: 

A contractor’s renegotiable sales up to $1 million are free from renegotia- 
tion on the theory that the profits therefrom, however unreasonable, cannot 
be large enough to warrant action by the Government. 

Mr. Chairman, we respectfully submit that this same theory, ap- 
plied to the even small dollar amounts received by manufacturers’ 
representatives, gives but further weight to our contention that bona 
fide representatives can be justifiably excluded from the provisions 
of renegotiation, even as other independent contractual agencies are 
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already exempted. At the very least, the words of the Board re- 

assure us that the other amendments we seek as an alternative to com- 
lete exemption are entirely within reason, and I suggest that the 
oard an well have proposed these changes had it specifically 

considered the problems of independent representatives. 

Such action, as I see it, is in accord with the Taso gy of this 
committee—getting the most out of the tax dollar through favorable 
consideration of small businessmen. As responsible small business- 
men, we ask this consideration fully convinced that its net effect will 
be to assist, not hinder, our vital defense effort. 

I thank the committee for this opportunity to present these views, 
and I shall be happy to answer any questions you may have. 

Mr. Keroeu (presiding). Thank you very ele Mr. Hughes. 

Are there any questions ? 

Mr. Curtis. I have one. 

Mr. Keoeu. Mr. Curtis of Missouri. 

Mr. Curtis. How many cases of renegotiation has your business 
group had in the ner year? 

Mr. Hueues. How many cases, sir? 

Mr. Curtis. Yes. 

Mr. Hueues. We do not have the exact count. We know there 
are a number. 

Mr. Curtis. You would not know either whether the renegotiation 
resulted in a refund to the Treasury ? 

Mr. Hucues. We know a few have. 

Mr. Curtis. Even though you have not been renegotiated on many 
of these you still have to file your reports, is that correct? 

Mr. Hvucues. That is correct, sir. 

Mr. Curtis. Really, this is to relieve you of filing reports which 
you do whether you are renegotiated or not. 

Mr. Hueues. I spoke for filing of the reports and for the renego- 
tiation itself to which we are subject today. 

Mr. Curtis. I appreciate that. Even though they do not actually 
move ahead on any renegotiation, you still have to file your reports? 

Mr. Hueues. That is correct; and it entails a considerable amount 
of record keeping in order to do this. 

Mr. Lavin. Mr. Curtis, to answer your original question, in our 
chapter we number 45 members. To our knowledge we have had only 
one case of renegotiation in the past 4 or 5 years. 

Mr. Curtis. Still, they have to file reports each year. 

Mr. Lavin. Yes, sir. I believe the refund was in the nature of 
either $2,500 or $3,000. 

Mr. Curtis. Thank you. : 

Mr. Krocu. Are there any further questions? If not, we thank 
you very much, Mr. Hughes. We appreciate your coming before the 
committee. 

(The correspondence referred to follows :) 
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Kennetu Hueues Co., 
Union City, N.J., April 30, 1959. 
Subject: Extension of Renegotiation Act of 1951. 


Mr. Leo H. Irwin, 
Clerk of the House Ways and Means Committee, 
House of Representatives, Washington, D.C. 


On April 28, 1959, I testified before your committee on behalf of the Electronic 
Representatives Association. 

Following my testimony, Congressman Thomas B. Curtis asked a question 
pertaining to actual renegotiation among sales representatives. 

Detailed information was not available, but since testifying I have made a 
very brief partial telephone survey of sales representatives in the metropolitan 
New York area and would like to give you this information. 

Quite a number of manufacturers’ representatives in this area maintain records 
and file reports annually, and have for many years. This in itself entails a 
considerable amount of work. 

Of those who file, apparently about 50 percent are examined by examiners 
from the Renegotiation Board. 

But of all those whom I have been able to contact, only one has been required 
to make a refund to the Renegotiation Board within the last 8 years. This 
particular representative did make a refund for 2 years of between two and three 
thousand dollars in each instance. 

Although this very brief telephone survey cannot be considered necessarily 
conclusive or representative, it certainly seems to make one fact very evident. 
This fact is that the time and money expended by both the manufacturers’ repre- 
sentative and the Renegotiation Board is entirely out of all proportion to any 
returns secured as a result of all this work. 

Your consideration of this information would be greatly appreciated. 

Cordially yours, 
KeENNeTH E. HuGues. 


ELECTRONIC REPRESENTATIVES ASSOCIATION, 
Chicago, Ill., April 30, 1959. 
Mr. Leo H. Irwin, 
Chief Clerk, House Ways and Means Committee, 
New House Office Building, Washington, D.C. 


Dear Mr. IRWIN: As you will recall, Mr. Kenneth Hughes of this organization 
presented testimony to the committee relative to the position of independent 
manufacturer’s representatives under the Renegotiation Act. Prompted by the 
question of Mr. Curtis concerning refunds recovered under renegotiation from 
members of our organization, we have made a rapid telephone spot check of 
several key areas. 

A telephone call to New England confirmed further the statement of our Mr. 
Lavin that, so far as can be determined, only 1 of our 45 members in the area 
has ever been renegotiated. This particular engineering representative refunded 
a total of $10,000 in the years 1952, 1953, and 1954, but has not been renegotiated 
since. We might add, parenthetically, that it cost this representative almost 
that much money in legal and accounting fees to handle this matter, to say 
nothing of his recordkeeping costs on renegotiable business for 1951 to date. 

A quick check of the Pacific Northwest area reveals only one refund made 
there since 1951 by a manufacturer’s representative, and that in the approximate 
amount of $2,500. In talking to a number of other members who have not been 
renegotiated, they estimate a varying cost of $300 to $1,000 per year to keep the 
necessary records required under the act. 

A rapid but intensive survey of a goodly number of our 80 members in the 
Los Angeles area developed only 2 cases of refunds. The first of these occurred 
in 1951, in the amount of $6,000. In the second case, the firm paid a refund of 
yo 1 er $5,100 in 1951, and $4,200 in 1952, but has not been renegotiated 

nce. 

We were unable to uncover any cases of refunds made under renegotiation 
in either New York or Denver, although a number of our members have under- 
gone renegotiation proceedings in both cases. The same is true in Chicago. 
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We trust this information will be of help to the committee and again want to 
thank you for your courtesy. 
Sincerely yours, 
C. WeseER, Jr. Executive Secretary. 


Mr. Keocu. The next witness is Mr. Walter E. Barton. 


STATEMENT OF WALTER E. BARTON, WASHINGTON, D.C., AT- 
TORNEY, ON BEHALF OF VAUGHN MACHINERY CO., CUYAHOGA 
FALLS, OHIO 


Mr. Barron. Mr. Chairman and members of the committee, I am 
Walter E. Barton, engaged in the tax law practice and have been for 
about 40 years. I have tried a lot of cases in the Tax Court and I 
would like to limit my discussion today to the procedure before the 
Tax Court and also to discuss the facts in the Vaughn Machinery Co. 
case, the company that I represent, Cuyahoga Falls, Ohio. 

Now, the Renegotiation Act provides that a proceeding before the 
Tax Court to finally determine the amount, if any, of excess profits 
shall not be treated as a proceeding to review the determination of 
the Board but shall be treated as a proceeding de novo. Well, the 
provision of that section, to all intents and purposes, is disregarded in 
renegotiation before the Tax Court. 

Now, in the Vaughn case, the Tax Court said, “It must be affirma- 
tively proved by petitioner that the Board has failed to give proper 
consideration and weight in reaching its determination to all evidence 
favoring petitioner, including the matter enumerated in the foregoing 
statute.” 

In the first place, the record of the Renegotiation Board is not be- 
fore the Tax Court. You cannot get it in a tax court. You cannot 
_ what consideration they gave to any one of the different situation 

actors. 

However, that Tax Court says that the contractor has the burden 
of proving that the Renegotiation Board did not give favorable con- 
sideration to these factors. 

Naturally, if you cannot get the record in the Tax Court of the 
Renegotiation Board, there is absolutely no way on earth to prove 
whether or not the Renegotiation Board gave favorable consideration 
to any one of the factors. 

For that reason, it seems to me that in order for contractors to re- 
ceive justice in these cases, it is necessary for a contractor to have 
the right to petition for review in a U.S. court of appeals. 

Now, the administration’s proposed bill does propose a change in 
the law in that respect and the only objection that we have to that 
is that the cutoff date is December 31, 1958. Last year, the House in 
H.R. 11749, put in June 30, 1958, as the cutoff date and that is the 
date that is in Congressman King’s bill. 

We think that would be an equitable date and I went. down to Tax 
Court yesterday to check up to see how many cases the Tax Court 
decided between June 30 last year and the end of the year and only 
two cases in renegotiation were decided by the Tax Court between 
June 30 and December 31, 1958, Vaughn Machinery Co. was one of 
them and the other was the Watkins Screw Co., which was decided on 
October 28 of last year. 
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We took an appeal to the sixth circuit in the Vaughn case and raised 
certain legal questions and our appeal was filed about December 8, 
I think it was, last year. 

Now, we have a right to appeal on certain fees but we feel that we 
ought to have a broader base for the right to appeal, and I would 
like to just recite a few of the facts in that case. 

In the first place, the Tax Court made very favorable findings as 
to what this company did. It used 100 percent of its own capital and 
the renegotiable year was in 1952. They cut down spoilage from 5 
percent normal to 2 percent in 1952. 

The plant was found to be in satisfactory condition. The machine 
shop facilities were excellent and the petitioners performance was 
likewise considered to be excellent. 

Now, in this case, Vaughn and its predecessor is over 100 years old. 
It started in 1856 by one of the members of the Vaughn family in a 
partnership. Later on it was incorporated in 1896 and during a major 
part of the period it has been manufacturing wire-drawing machines. 
They can take a small rod of iron a foot long and make a machine 
that will draw that out into about a mile and a half of wire, very 
small dimensions, of course. 

Now, in 1951, the Signal Corps let out contracts to seven different 
contractors—one of them was Crucible Steel and the others maybe 
not quite as famous names, to acquire 101 of these wire-drawing ma- 
chines that would produce stainless steel wire. 

They entered into contract with Vaughn to the work. 
Now, in the Signal Corps contracts with these seven contractors they 
had a provision in there that the Signal Corps could lease these ma- 
chines back to these seven contractors for commercial production. 
Vaughn delivered these machines, 101 of them, in 1952, and Signal 
Corps immediately leased 60 of those machines to 2 of those com- 
panies for commercial production on a 24-hour basis for rental. 

It was not too long until 25 more of them were leased back for 
commercial production. 

So, before Vaughn knew it, 85 of these 101 machines were leased 
back and were in use in commercial production, and the Tax Court 
never made any finding that they ever used any of them for Govern- 
ment work. 

After we got through with the case and the Tax Court held that 
we did not prove that the Renegotiation Board did not give us fair 
consideration, we found out that the Signal Corps was writing letters 
to companies trying to induce some of these companies to take some 
of these machines without any rent whatever. 

So the situation was, in this case, that Vaughn manufactured these 
machines and then found that its future market was destroyed for 
that type of machine because they were leased and actually being 
used in commercial production. 

Now, Vaughn had, in 1952, sales to these seven companies amount- 
ing to about $2,160,000. But Vaughn also had for a regular com- 
mercial business sales of $2,853,000. They had more sales in com- 
mercial than they did for these seven companies that had these orders 
for the Government. 


Now, on the commercial business Vaughn earned 11.5 percent on 
sales. 
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Now, the Renegotiation Board took away $200,000 out of $455,000 
of the profits on the 7 contract business—I call it the 101 contracts— 
and left the company with 11.8 against 11.5 that they earned on com- 
mercial business and for the destruction of their business in future 
years they allowed them about $5,600 over and above what they actu- 
ally made on commercial business, and despite the record that showed 
that before 1952 Vaugh had averaged, from 1946 to 1951, 23 per- 
cent of its total machines for the stainless steel type, in 1950, 60 per- 
cent account of the 101 extra machines that went in there, and then 
after 1952 up through 1956 it dropped down to 10 percent, and in 
1956 it was only 8 percent, and still the Tax Court said that we had 
the best business in 1956 we ever had. 

So we have taken an appeal to the Tax Court. One issue we have 
raised is that in substance and effect these were new durable produc- 
tive equipments. Although it was for the account of the Govern- 
ment, in substance and effect it was not, because they turned them 
right back into commercial production. 

think the Court of Appeals in the Sixth Circuit will have juris- 
diction of that phase of the case because the Supreme Court has held 
that a court of appeals has jurisdiction to determine whether a con- 
tract is sunagotiak e and I should think then it would have jurisdic- 
tion to determine what part of the contract is renegotiable. But we 
are anxious to have a broadening of the act because we think we got 
a terrible, raw deal here and, as a matter of fact, a former general 
counsel of the Renegotiation Board wrote an article in the Virginia 
Law Review in which he cited this case as one of the most flagrant 
examples of the failure of the Tax Court to consider a case of any 
that had been decided. 

I think that is about all I have to state. 

I would like to have my statement, which is pretty brief, put in the 
record. 

The CxHatrman. Without objection, your entire statement, Mr. 
Barton, will appear in the record. 

(The statement referred to follows :) 


STATEMENT OF WALTER E. BARTON ON BEHALF OF THE VAUGHN MACHINERY Co., 
BEFORE THE COMMITTEE ON WAYS AND MEANS 


Mr. Chairman and members of the committee, I am a lawyer representing the 
Vaughn Machinery Co. of Cuyahoga Falls, Ohio. Vaughn was organized in 1889 
as a successor to a partnership organized in 1856. The partnership began the 
manufacture of wire-drawing machinery in 1870 and Vaughn has been engaged 
in this type of business since its organization in 1889. 

In 1951 Vaughn received orders from 7 different companies for the manufac- 
ture of 101 wire-drawing machines capable of manufacturing stainless steel 
wire of a certain dimension; and in 1952 Vaughn delivered the machines to its 
7 customers. These customers had prime contracts with Signal Corps to pro- 
eure the machines for the account of Signal Corps. The prime contracts con- 
tained a provision that Signal Corps could lease the machines to the 7 customers 
for commercial production ; and 60 of the machines were leased by Signal Corps 
to 2 of Vaughn’s customers for full-scale commercial production on a 24-hour 
per day rental basis almost as soon as they were delivered by Vaughn to these 
customers and 25 additional machines were leased to other customers within 
2 years under the same terms and conditions. Later Signal Corps offered to 
lease some of these machines without the payment of any rental whatever. 

The effect of leasing these machines for full-scale commercial production on 
a 24-hour-per-day basis was to destroy Vaughn’s future market for machines of 
the same type. The Renegotiation Board allowed Vaughn to retain only approx- 
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imately the same percentage of profits on renegotiable sales as Vaughn actually 
made during the same year 1952 on its nonrenegotiable business, and the Tax 
Court affirmed. The basis of the Tax Court’s decision was that Vaughn did not 
prove that the Renegotiation Board failed to give proper consideration to the 
factors set out in the Renegotiation Act, including the factor or risk involved in 
the lease-back of the machines. 

Section 108 of the Renegotiation Act of 1951, as amended, provides: 

“A proceeding before the Tax Court to finally determine the amount, if any, 
of excessive profits shall not be treated as a proceeding to review the determina- 
tion of the Board, but shall be treated as a proceeding de novo.” 

Notwithstanding this mandatory provision of the law with respect to a de 
novo proceeding, the Tax Court invariably places the burden on contractors of 
proving that the Renegotiation Board did not err, despite the fact that the 
record of the Renegotiation Board is not available to the contractor or to the 
Tax Court itself. The result of the Tax Court’s failure to make a de novo 
determination is to uphold the Renegotiation Board in practically all cases unless 
the reasonableness of salaries or some similar question is involved. 

It is submitted that Congress should provide relief to contractors by giving 
them a right of petition for review by U.S. Courts of Appeals from decisions of 
the Tax Court in renegotiation cases similarly to the right of petition for review 
from the Tax Court’s decisions in tax cases. The House passed H.R. 11749, 
85th Congress, 2d session, on August 7, 1958, which failed to become a law. This 
bill granted contractors the right of review in renegotiation cases. 

The decision of the Tax Court in the Vaughn case was made on August 8, 
1958, and in the hope that H.R. 11749 would become a law Vaughn filed a petition 
for review of the Tax Court’s decision in the U.S. Court of Appeals for the Sixth 
Circuit, entitled Vaughn Machinery Co., Petitioner, v. Renegotiation Board, Re- 
spondent (No. 13,818), on the docket of that court. Certain legal questions were 
raised, which Vaughn considers to be reviewable under the present law; how- 
ever, a bill similar to H.R. 11749 is necessary to permit Vaughn to present all 
questions involved. 

H.R. 11749 is applicable to decisions of the Tax Court rendered after June 30, 
1958, which we consider to be equitable. In the event that this date is ad- 
vanced to a date later than June 30, 1958, we respectfully request that the 
amendment should apply to any case pending in a U.S. Court of Appeals at the 
time of the enactment of the amendment. 

We are submitting a suggested substitute for section 3(c) of H.R. 11749 only in 
the event that a date later than June 30, 1958, is used. 

Respectfully submitted. 
WALTER E. Barton. 
SUGGESTED AMENDMENT 


In the event that the right of petition for review in renegotiation cases is not 
granted with respect to decisions of the Tax Court rendered after June 30, 
1958, it is requested that a provision such as the following be adopted: 

“Effective date-—The amendments made by sections (a) and (b) shall apply 
with respect to decisions rendered by the Tax Court of the United States after 
and also with respect to decisions of the Tax Court from which 
a petition for review is pending in any U.S. Court of Appeals on the date of 
the enactment of this act.” 

Mr. Barron. If there are any questions, I will be glad to answer 
them. 

The Cuarrman. We appreciate your coming to the committee with 
this story of an individual case, and the operations in the handling 
of that case. 

Are there any questions of Mr. Barton? 

If not, sir, we thank you. 

Mr. Barron. Thank you, Mr. Chairman. 

The Cuarrman. That concludes the calendar today. 

Without objection, the committee is adjourned until ten o’clock in 
the 

(The following statement was filed with the committee :) 
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STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES, ON RENEGOTI- 


ATION, SUBMITTED TO THE HousE Ways aND MEANS COMMITTEE, APRIL 28, 
1959 


The Chamber of Commerce of the United States is firmly opposed to any ex- 
tension of the Renegotiation Act. Based upon studies made by its Taxation and 
National Defense Committees, the chamber believes that : 

1. Renegotiation is an arbitrary process and is neither necessary nor desirable 
in our present free enterprise economy ; 

2. It places a premium on inefficiency and unsound procurement administra- 
tion because the military services have adequate procurement techniques for 
controlling profits at all contracting levels: 

Pe. It “.jtamaaal the basic philosophy of our free, competitive enterprise sys- 
; an 


4. Proposed amendments offer no solution to the basic problems inherent in. 
the renegotiation process. 


I. THE RENEGOTIATION AcT OuGHT Not To Be EXTENDED 
A. THERE IS NO PRESENT NEED FOR RENEGOTIATION 


Why did renegotiation ever become a semipermanent piece of legislation? 
Perhaps the short answer is: Who in Government has the temerity to oppose 
profit control? 

But so far as the chamber is aware, it is supported on four principal grounds. 
The first is the supposed incapacity of the armed services for the negotiation of 
reasonable prices for new and complex war materiel. The second is the illusion 
of a continuing sellers’ market which is thought to be an inevitable consequence 
of a high level of defense spending. The third is the understandable reluctance 
of the Defense Department and even some prime contractors to get rid of a pro- 
cedure which to some extent insulates them from congressional and public criti- 
cism., And the fourth ground is the recognition by both Government and indus- 
try that they would both be injured by a flat rate profit limitation law which 
seems to some to be the only alternative to renegotiation. 

The third and fourth grounds require little explanation or rebuttal. We can 
deal principally then with the first and second grounds. 


1. The armed services can protect themselves 


In the chamber’s view, there is no merit in the argument that the armed 
Services cannot guard against excessive prices and profits in the negotiation of 
defense contracts. The idea that they need protection goes back to the post- 
Pearl Harbor period in which understaffed procurement agencies were faced 
with an avalanche of Government buying. The conditions of those days de- 
manded a second look at hurriedly negotiated prices, and price adjustment or 
renegotiation legislation was thought to be the answer. 

Today things are entirely different. In the last 18 years, the armed services 
have developed refined and sophisticated procurement techniques which cover 
every conceivable situation. In particular, there is no longer any compulsion to 
negotiate final fixed prices if the contracting officer does not feel confident that 
they are absolutely firm and fair. Contracting officers buying new and previously 
unheard of pieces of equipment like the guidance systems of ballistic missiles. 
for which there is little or no cost experience, can bypass the question of price 
completely and buy on cost reimbursement contracts. Or they can provide for 
the renegotiation of prices within the procurement process by way of any one 
of several price redetermination techniques. Or they can place a ceiling on 
profits by employing any one of several incentive clauses. 

The problem today is really too much, rather than too little, examination of 
prices and profits by the procurement agencies, and contractors are too often 
forced into marginal contracts by the sheer weight of governmental authority. 
Any number of the most efficient and low cost producers with commercial markets 
have been driven away from defense procurement for this very reason, leaving 
the field to high cost marginal producers who have to charge higher prices. 

Under all these circumstances and with all the available tools, it is something 
of a reflection on the integrity of the procurement agencies to say that they 
need statutory renegotiation to protect them against excessive prices or profits. 
As matters stand today, renegotiation provides an unneeded, time-consuming, 
expensive, and completely arbitrary third or fourth look at matters fully within: 
the competence of the armed services. 
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The Defense Department has on occasion indicated that it has adequate pro- 
curement techniques to police the profits of prime contractors but renegotiation 
is needed because of the armed services’ lack of control over subcontractors. 

It is well known today that stringently competitive conditions exist at the 
subcontract level for specialized defense products. Prime contractors have, upon 
the insistence of the armed services, been more carefully policing the prices, 
costs and profits of their suppliers. This policing would be even more rigorous 
at both the prime contract and subcontract levels if procurement officials of 
both the Government and industry did not proceed on the assumption that they 
do not have to be too much concerned with the elimination of unreasonable profits 
because of the existence of renegotiation which is supposed to perform that 
function. 

Price adjustment and profit refunds by contract, with due regard for incen- 
tive-type procurement, would not drive contractors away from defense procure- 
ment and threaten the national security as the arbitrary renegotiation process 
does at the present time. The low-cost, efficient contractor would return to the 
fold and drive the high-cost marginal producer out of the market with savings 
of untold millions and even billions of dollars to the U.S. Government. 

The statistics on refunds of the Renegotiation Board to a very considerable 
extent show the recapture of excessive profits which would have been elimi- 
nated in any event if the ultimate responsibility had been in the Defense De- 
partment. The Board’s statistics never show, however, the additional costs in- 
volved in defense procurement by the reinstatement of the cost-plus concept 
and the forced reliance on the marginal producer, both as a result of the re- 
negotiation process. 


2. Defense spending and competition 
The second and today the most usually advanced argument for the continua- 


tion of renegotiation rests on the present high level of defense spending. It is 
said that defense spending necessarily eliminates competition and creates a sell- 
ers’ market. It is urged that renegotiation is necessary to protect the Govern- 
ment from the high prices and excessive profits which would otherwise fall to 
defense contractors in such a market. 

The unsoundness of this position is demonstrated by the economic recession 
of 1958. As was predicted when the act was extended in 1956, defense spend- 
ing continued through 1958 at a relatively high level. But there has been no 
sellers’ market. This was because defense spending at the 1958 or the present 
level is not high enough relative to the entire economy to create anything like 
a post-Pearl Harbor market for war materiel or anything else. The Defense 
Department budget would have to move up to the level of the World War II 
budgets in relation to gross national product before a sellers’ market in defense 
materiel could develop. 

Of course here and there in isolated areas of the defense production base 
there may be shortages which in a totally free economy would mean high prices 
and excessive profits. But the Defense Department is not wholly subject to 
these pressures. The armed services have the power, the authority, and, more 
important, the procurement techniques to purchase articles in short supply at 
reasonable prices. Certainly the existence of shortages here and there is not of 
sufficient importance to justify the renegotiation of all defense industry. 


B. RENEGOTIATION IS A THREAT TO THE NATIONAL SECURITY 


If renegotiation were merely an unnecessary layer of administrative author- 
ity, the problem of its extension would not be so serious. But it is much more 
than that. It breeds inefficiency in defense production and it tends to drive- 
the most efficient contractors away from defense business when they have a 
substantial or comparable volume of commercial business. In this way, it fails 
to take advantage of the full potential of private industry and the technology 
that plays such an important part in the race for weapons superiority. 

1. The defense contractor with civilian markets 

The manner in which renegotiation breeds inefficiency can be seen from the: 
following example taken from the report of the Joint Committee on Internal 
Revenue Taxation on the 1956 extension of the Renegotiation Act: 

“An efficient producer may manufacture an item and sell it for $950, making 
a profit of 25 percent. An inefficient producer sells the same item for $1,000 
and makes a profit of only 10 percent on the same volume. In spite of the: 


306 EXTENSION OF THE RENEGOTIATION ACT 


fact that the efficient contractor sold the item at a considerably lower price, it 
is that contractor and not his inefficient competitor who will be renegotiated.” 

We called this example to the Committee’s attention last July and we do so 
again because it shows as well as anything how renegotiation drives the low- 
cost efficient producer with an established commercial market and product away 
from defense business. Why, in the Joint Committee’s example, would the first 
producer ever take the risk of renegotiation when he can earn 25 percent in the 
domestic market? Why not leave defense production to the inefficient producer? 
The inefficient producer will take and indeed strive for defense business because 
he cannot keep up with his efficient competitors in the commercial markets and 
because he has nothing to fear from renegotiation. 

Renegotiation thus deprives the Government of the services of the most effi- 
cient companies. It drives the procurement agencies to the high-cost, marginal 
producers. 

So that there will be no misunderstanding on this point, it must be empha- 
sized that in referring to high-cost producers remaining in defense procurement, 
we are not talking about the many efficient low-cost prime contractors and sub- 
contractors in defense industries who have cast their lot over the years with the 
Government and have unselfishly made great contributions in research and de- 
velopment and production without seeking diversification in commercial pro- 
ductions and markets. It must be noted here, however, that with the continu- 
ation of renegotiation, there is a growing trend for these defense contractors to 
seek out commercial fields so that they can realize the return on sales and 
investment allowed by the Renegotiation Board to their part-time competitors. 


2. The defense specialist 


Of course defense production is lodged in large part with specialists in mili- 
tary equipment who cannot easily escape to the commercial market. But it 
must be emphasized that even in the area of specialists in defense, renegotiation 
is stimulating diversification and driving farsighted managements into commer- 
cial product lines. 

Moreover, the longer renegotiation continues, the more it tends to impose fixed 
profit ceilings on individual defense contractors. Profit ceilings no matter how 
imposed necessarily tend to turn manufacturing operations into cost-plus opera- 
tions—the very situation that renegotiation seeks to avoid. The Committee 
knows what would happen if all American manufacturing companies were to 
begin to operate on a strictly cost-plus basis. The effect on initiative and hence 
on quality and the development of new products could be nothing short of 
eatastrophic. We would have all the evils of a flat rate profit limitation law. 
Reneogtiation tends more and more to have carey that effect on the most 
important types of defense production. 


C. RENEGOTIATION IS AN ARBITRARY PROCESS 


1. Renegotiation on an annual basis 


Because it is keyed to the Internal Revenue Code, renegotiation has been 
made an annual process. Contractors file returns of their income each year. 
Renegotiators then assess those annual returns. 

But the fiscal year is a taxing or an accounting concept. It is completely 
arbitrary as a measure of performance under any particular defense contract 
or of the profits earned on any single defense project. This is because a very 
great many defense contracts or projects take more than one year, and few if 
any begin on January 1 and end on December 31. Although accountants have 
ways of allocating the profits of a long-term contract over the years in which it 
is performed, these allocations are necessarily arbitrary, and they often produce 
unfair and inequitable results. 

The Renegotiation Act of 1951 recognizes the arbitrary character of fiscal 
year renegotiation. It provides in section 105(a) for renegotiation on the 
basis of periods. other than a vear if both the Board and the contractor agree. 
The difficulty is that section 105(a) is virtually a dead letter. For the most 
part the Board has insisted on annual renegotiation. 

Annual renegotiation would not be so unfortunate if the Board would look 
at the figures for other years in assessing the profits of any particular year. 
But even here, the Board has been hesitant. Sometimes (but not always) it 
will consider the preproduction costs.on long-term contracts in renegotiating the 
profits from full-scale production earned in later years. And it sometimes pays 
even less attention to the wind-up costs which are certain to be incurred. In 
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many cases, it shaves the peak profits of the middle years of long-term contracts 
without adequate if any consideration for the losses or low profits of the begin- 
ning or ending years. 

The Board has sought to justify its position on “administrative” grounds. 
The Board points to the difficulty or impossibility of going back and reopening 
closed years in which preproduction costs produced low book profits and led to 
a clearance. It does not like to look ahead and estimate wind-up costs. But 
even in cases where the final profits of an entire project are known and there 
can be no conceivable administrative difficulty in looking at the project in one 
piece, it has gone back to the peak year and demanded a refund despite the 
obvious reasonableness of the overall profits on the entire project. 


2. Renegotiation is a judgment operation 


The fiscal year straitjacket in which renegotiation operates provides one of 
the best examples of its completely arbitrary character. But there are others. 
The Board’s use of the “reasonableness” factor merits particular consideration. 

Under the statute, the Board is authorized to order defense contractors 
to refund millions of dollars if in its opinion the contractor fails to measure 
up on “efficiency,” “risk,” “contribution to the defense effort,” “capital em- 
ployed,” “complexity of the business,” and “reasonableness of costs and profits.” 
In a great many cases the Board gives the contractor high marks on the first 
five factors. But then it ends up with a decision that he failed to meet the 
standard for “reasonableness of costs and profits.” One of the stock phrases 
in the Board’s statements of its reasons is that “while costs were well controlled, 
profits were found to be unreasonable.” 

How then does the Board give a contractor the highest rating on the factors 
of “efficiency,” “risk,” etc., and still find its profits “unreasonable”? In renego- 
tiation theory, a trained Board member is supposed to be able to draw upon his 
general experience and determine what is “reasonable.” A gain, in theory he 
should be able to look at the figures prepared by the Board’s accountants and 
come up with a figure with which most fair-minded men would agree. But as 
might be expected, the practice is quite different from the theory. The now 
historic case of the Boeing Aircraft Co. illustrates this point quite clearly. 
There the trained and conscientious members of the Regional Renegotiation 
Board originally made a determination of no excessive profits. The Statutory 
Board in Washington then made a determination of $10 million of excessive 
profits. And finally, in the trial of the case before the Tax Court, the Depart- 
ment of Justice on the basis of opinion testimony doubled the figure again to a 
determination of $20 million of excessive profits. No one can really say defini- 
tively under such a law which determination was wrong and which determina- 
tion was right. It is easy to make a $20 million mistake under a statute that 
makes possible such a wide latitude of judgment. 

This law has none of the certainty of a tax law. Because it is administered 
under a statutory delegation of authority which permits practically unlimited 
discretion it is in a real sense a tax without a rate. It computes net income 
subject to renegotiation on the pattern of the Internal Revenue Code and then 
instead of applying a rate fixed by Congress, it substitutes the judgment of five 
individuals as to what constitutes “excessive profits.”” Here, truly, is a serious 
and continuing problem of government by men and not by law, and the effect 
is the taking of private property without the essence of due process of law. 

The question is often raised as to why, if renegotiation is so arbitrary and 
unfair, so many contractors agree to renegotiation. The answer is very simple 
and this question can also be answered very easily by pointing out what hap- 
pened in the Boeing case. 

Contractors settle and even make voluntary refunds of renegotiable profits 
Simply because of the uncertainty in the renegotiation law and in what may 
happen to them in the renegotiation process. They are understandably appre- 
hensive because, as the Boeing case shows, there is really nothing to keep the 
Statutory Board from doubling the determination of the Regional Board, and 
if a contractor has the temerity to go to the Tax Court, it is not unlikely that the 
Department of Justice will double or at least increase the determination as it 
has done in the Boeing case and so many others. It is not surprising then that 
the Board gets so many settlements and so much cooperation from contractors. 


8. Incentive contracts 


A third area in which renegotiation tends to promote inefficiency is the area 
of defense procurement customarily covered by incentive contracts. Last sum- 
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mer, the Board’s treatment of incentive contracts came in for particularly severe 
criticism in testimony before this committee, and despite some changes in the 
Board's regulations, the controversy has continued. 

The controversy arises out of the fact that in an incentive contract the Gov- 
ernment specifically agrees that if a contractor cuts estimated costs he will 
be entitled to a stipulated profit. The Board, it is said, disregards these 
agreements and often orders refunds of the very profits the Government has 
promised the contractor as a reward for efficiency. In many cases it has been 
contended that the Board has cut the incentive out of incentive contracts and 
so worked at cross-purposes with the Defense Department. 

The Board attempts to justify its renegotiation of incentive contracts on the 
ground that the estimated or target costs on which the incenive formula rests 
are sometimes loosely negotiated. It says that contracting officers can be just 
as wrong in target cost negotiation as in fixed price negotiation, and it sees no 
reason why target costs should be any more exempt from renegotiation than 
fixed prices. 

But this line of thought rests on the assumption that the military are in- 
capable of determining when estimated costs are firm enough to warrant the 
use of an incentive contract instead of a cost reimbursement contract. What 
the Board wants to do—and is doing—is to renegotiate not only the target 
costs themselves but also the decision to use target costs and profit incentives 
insead of simple cost-plus-a-fixed-fee arrangements. 

There can be no doubt whatever that the Board’s intrusion into the area of 
incentive contracts has devaluated those contracts in the eyes of both defense 
contractors and the procurement authorities. Contractors no longer press for 
incentive contracts in preference to cost reimbursement contracts, and con- 
tracting officers are more hesitant in determining that cost estimates are firm 
enough to permit the negotiation of realistic targets. Here then is another 
example of the way renegotiation tends to turn defense production into a cost- 
plus operation. 

So in the chamber’s opinion this committee is faced with something more than 
legislation which has outlived its purpose. Renegotiation positively and affirma- 
tively threatens the national security by promoting inefficiency and by intro- 
ducing a trend toward cost-plus in defense contracting. 


4. Process of the law 

Renegotiation could be characterized as arbitrary even if the Board exer- 
cised its judgment in a goldfish bowl where everyone could watch the process. 
But this it does not do. 

Why is it that, unlike other Government agencies, the Renegotiation Board 
ean operate on a closed record? The reason is historical. In the first days 
renegotiation was a renegotiation of prices, and of course there is no obligation 
in any true renegotiation for one party to tell the other all he knows. The 
difficulty is that renegotiation is no longer a negotiation but a fairly formal 
proceeding which can end with an order from the United States acting in a 
sovereign capacity to pay over money. It is fundamental in our system of 
government that the parties know the evidence against them. Even in most 
loyalty and security cases, the accused now has the right to examine the evidence. 
Only before the Renegotiation Board is the citizen denied access to the evidence 
against him. 


D. RENEGOTIATION IS INCONSISTENT WITH THE BASIC PHILISOPHY OF OUR FREE 
COMPETITIVE ENTERPRISE 


Renegotiation is inconsistent with our free competitive enterprise system. 
There can be no justification for a system which compels contractors to return 
to the Federal Government entirely proper earnings realized under the terms of 
contracts containing completely adequate provisions to protect the Government 
against the earning of so-called excessive profits. 

This is particularly true in cases involving contracts awarded to the lowest 
bidder after formal advertising; contracts containing cost-reduction incentive 
clauses; and contracts based upon competitive negotation and including price 
redetermination clauses. 

Continued application of the Renegotiation Act to these types of contracts 
cannot be justified under conditions short of war. 
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II. Proposep AMENDMENTS TO THE RENEGOTIATION AcT 


For the reasons that have been given, the national chamber feels very strongly 
that the Renegotiation Act of 1951 should be allowed to expire. The various 
amendments pending before the committee leave most of the problems unsolved. 

But, should the Congress choose to amend the law rather than permit it to 
expire, we should like to discuss briefly certain amendments which have been 
proposed. 

A. THE ADMINISTRATION PROPOSALS 


The amendments recommended by the President and attached to the commit- 
tee’s press release of March 30, 1959, propose to remedy the defects in the renego- 
tiation process in a very limited and inadequate way. They properly provide 
for an appeal from the Tax Court decisions, but as this committee knows, such 
an appellate procedure can never cure the basic weakness and defects at the fact- 
finding level, particularly when the decision on the facts can only be measured 
by vague subjective standards. Our great judges have traditionally pointed out 
that the appellate courts are not equipped to evaluate the facts and they must be 
generally bound by the fact finding of the administrative agency. Although the 
Tax Court has changed the determinations of the Board in a few instances, 
generally it has followed the pattern of the administrative determinations. 
Without a staff of economists and business analysts it hardly has any other 
choice. 

Thus, the contractor, without any opportunity to examine or cross-examine 
the evidence and witnesses against him, is left with the impossible burden of 
proving that his profits are reasonable. 

The other amendments fall far short of what is needed. 

Besides extending the present act to September 30, 1961, and providing for 
appeals from the Tax Court, the administration bill would: 

1. Add a new statutory factor requiring the Board to give special attention 
to the pricing provisions of defense contracts and particularly incentive pricing 
provisions. 

2. Require the Board to state separately its position under each one of the 
statutory factors whenever called upon by the contractor to give its reasons 
for a determination. 

These two provisions would not make any material change in the Board’s exist- 
ing practice. Although the first of them mentions incentive contracts, there is 
nothing in it which would prevent the Board from cutting the incentive out of 
such contracts. Similarly, the second amendment simply states the present prac- 
tice of the Board which is to state the reasons for its determinations separately 
under each statutory factor. It does not so much as touch the most serious 
defect in the Board’s procedure—the established practice of deciding cases on 
closed records. 

It is unfortunate that the administration has adopted so limited an approach to 
the very serious problem presented by existing law and practice. Repeated 
reenactment of the renegotiation law without correction of the basic inequities 
in it has had the unfortunate effect of giving at least tentative validiy to practices 
which have been condemned in practically all other administrative procedures. 
Such power lodged one day in the hands of a Renegotiation Board indifferent to 
the historical attitudes and practices of predecessor Boards may dramatize the 
inadequacies and inequities of this renegotiation law when it is too late to avoid 
a costly and tragic breakdown in defense procurement. 


B. THE KING BILL 


Although the King bill (H.R. 5123) represents an informed and conscientious 
-effort to correct some of the glaring inadequacies of the renegotiation law, it 
provides something substantially less than an answer to the problems of renego- 
tiation. The King bill points up the practical impossibility of patching up or 
correcting a law that is basically bad because of the complete lack of objective 
-standards for measuring the reasonableness of profits. 
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C. NATIONAL CHAMBER RECOMMENDATIONS 


If Congress extends the Renegotiation Act, the national chamber believes it 
should be amended in at least two respects to minimize its undesirable impact 
upon our national security. These amendments should: 

1. Exempt from the Renegotiation Act: 

Contracts entered into after formal advertised bids. 

Contracts containing cost-reduction incentive clauses. 

Contracts entered into following competitive negotiation and including 
price redetermination clauses. 

2. Limit any extension of the law to not more than 12 months, to insure 
reexamination of the real or alleged need for the statute at least once a year. 


(Whereupon, at 3:35 p.m., the committee adjourned until 10 a.m., 
Wednesday, April 29, 1959.) 
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WEDNESDAY, APRIL 29, 1959 


Hovse or REPRESENTATIVES, 
ComMITTEE ON Ways anp MEANs, 
Washington, D.C. 

The committee met, at 10 saig song to recess, in the Ways and 
Means Committee Room, New House Office Building, Hon, Wilbur 
D. Mills (chairman) presiding. 

The Cuarrman. The committee will be in order. 

Our first witness this morning is our esteemed colleague from Michi- 
gan, the Honorable Martha Griffiths. 


STATEMENT OF REPRESENTATIVE MARTHA GRIFFITHS, 
OF MICHIGAN 


Mrs. Grurrirus. Thank you very much, Mr. Chairman and the 
committee, for permitting me to attend this session and to testify 
on your bill, 5123. 

would like to remind you before I start that I spent more than 
4 years of my life as a negotiator for the Ordnance District in De- 
troit. I operated every contract that was in use during World War II. 

I purchased the armaments of war by the billions of dollars. 

The first time that I came to Washington I came to Washington to 
explain to General Summerville’s office the operation of a roit 
Ordnance contract. 

I would like to tell you how I feel about this bill from that 


n the first place, I would like to say to you that renegotiation is 
the best weapon in the negotiator’s arsenal. To fail to pass the re- 
negotiation bill would be to add billions to the defense bill already 
in existence. 

As the years passed the costs would creep up, and up, and up. 

But I would like to say that I feel that the bill which is now in ex- 
istence should be the bill that is passed and I would like to deal 
specifically with some of the sections of H.R. 5123. 

In my judgment, section 2, the special rule, of this bill, is a poor 
section. : 

The Cuarrman. Mrs. Griffiths will you identify the bill you are 
speaking to. 

Mrs. Grirrirus. 5123. 

The CuHatrrmMan. Thank you. 

Mrs. Grirrirus. Let me explain to you why it is a poor section. 
It is a poor section because the purchase arrangement is a poor ar- 
rangement. That is, to give a contractor anything as incentive to 
reduce the cost is a poor arrangement. It will not work properly 
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unless you have a negotiator that is competent to determine with 
exactitude the cost of the original purchase. 

I submit to you gentlemen you have no such negotiators. Let me 
tell you that there is a legend in Detroit that Mr. Henry Ford once 
entered his own establishment and walked into a room where there 
were 400 men with stop watches, each going through peculiar gyra- 
tions in the air. He turned to the man who was with him and asked 
“What are these gentlemen doing ?” 

The vice president, or whoever it was, said, “Mr. Ford, these men 
are estimating the cost of the new Ford car.” 

Mr. Ford said, “Why, sir, we made a Ford car before. Look at 
the cash register. Fire this department tonight.” 

And they were fired. 

But in order for a negotiator to know the cost of making anything, 
he would have to know the exact price of each item that went into 
the finished product. He would have to know the exact work that 
went into each item. He would have to know the tools and the equip- 
ment and I tell you again there is no Air Force negotiator or any 
other person who could arrive with any degree of certainty at a rea- 
sonable price. 

Therefore, this incentive pay is not incentive pay; it is an incentive 
to increase the cost of the contract in order to get more profit when 
you reduce the costs. 

So I would suggest that this part of this bill be stricken. 

However, if you insist upon maintaining it, then I would like to 
say a few words on behalf of a bill which I introduced some 3 years 
ago in this Congress, and ask that you make it an amendment to the bill. 

My bill is House Resolution 4022. It would require, before the 
final payment on any contract is made, that the prime contractor sub- 
mit the exact price he paid, and that of all subiocsitractors paid for 
any item that they purchased that went into the contract; finished 
items. 

Let me explain to you that in my judgment this amendment would 
save “aes not in the first year of its operation, but at least by the 
second. 

The contractors do not now give you the price that they paid for 
each item that went in the contract. They give you the cost that 
they are charging you. 

his bill pions would be of vast assistance; but I repeat again that 
I think this section 2, because of the background, because of the fact 
that the negotiator is not trained and is not competent to establish 
a fair price in the beginning, that section 2 would not result in any- 
thing except an inflated price to start with by the contractor in order 
that he could say that he had saved some money. 

I would like also to say that I think with respect to section 3 
of the bill, that, while I am sure every contractor would be delighted 
with such a section, I feel that it gives the contractor too much. 

There is no reason why he should have this. Let me remind you 
that a renegotiator does not renegotiate item by item, nor contract 
by contract, but company by company on all the business. 


I feel that he is at such a tremendous disadvantage that to give. 


the contractor this additional advantage is totally unnecessary. 
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I repeat again that I hope that all you do is extend the Renegotia- 
tion Act; that if you insist upon any of these amendments you add 
my bill also as an amendment. 

But I certainly trust that you bring out a renegotiation act because 
I am sure that if you do not do it the cost of defense, which is already 
overwhelming, will go up. 

Thank you, Mr, Chairman. 

The Cuarrman. Mrs. Griffiths, your bill would require the sub- 
contractor to advise the prime contractor of the actual cost to the 
subcontractor of the material supplied. 

Mrs. Grirrirus. It would require the price contractor to notify the 
negotiator of the exact price that he had paid for every subcontracted 
item. He doesnot do that now. 

The CHaimman,. That information is not available to the Renegoti- 
ation Board ? 

Mrs. Grirrirus. No, the contractor costs in items to the Government. 

Mr. Mason. May | ask this, Mr. Chairman—I am a little confused. 

I am the prime contractor and I, of course, have a lot of subcon- 
tracts. When I present my bill, I say this item that I got from the 
subcontractor costs somuch. Is that it? 

Mrs. Grirrirus. That is what you are doing now. 

Mr. Mason, I paid so much for it. 

Mrs. GrirFitHs. No, you do not do that now. 

Mr. Mason. Instead of saying that this item cost me so much, I 
am saying for this item I paid so much and swearing to it? 

Mrs. GrirFirus. Under my bill that is right. 

The CHarmman. Mr. King will inquire. 

Mr. Kine. Mrs. Griffiths, you did not have a prepared statement? 

Mrs. GrirFitus. No, I did not, Mr. King. 

Mr. Kine. If I understood you, you have indicated that the Gov- 
ernment does not have competent negotiators. 

Mrs. Grirrirus. I am saying that the Government cannot estimate 
with exactness on any contract. I have checked into many of the 
panne methods now and I realize that the Air Force has tried very 

ard. 

Of course, I think Ordnance does the best job of anybody—I have 
worked for them—but the real reason they do the best job is because 
they have items that they have purchased before so that they have 
some history of what has been purchased. 

Although you would be surprised how inexact their histories are. 

Mr. Kine. I may not be surprised. 

Mrs. Grirrirus. You know by this time they should know exactly 
every item and just exactly how much it would cost, but they do not 
necessarily know this. 

The Air Force is perpetually purchasing something new, something 
which has never been purchased before. So they have a unique prob- 
lem in purchasing. For that very reason this incentive type contract 
is a terrible contract because the manufacturer can literally submit 
any figures he wants to and the Government is not in a position to 
estimate with any exactness whether or not those figures are correct. 

Mr. Kine. Then, Mrs. Griffiths, what makes you believe the Re- 
negotiation Board can do this job any better ? 
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Mrs. Grirrirus. The Renegotiation Board cannot. The Renegotia- 
tion Board only checks costs. To some extent they can tell you 
whether the cost is properly chargeable to a particular contract. 

What I am saying is that an incentive type contract is not well 
drawn in the first place, and if you permit them to use that type 
contract and then insist that in renegotiation we give them part of 
the money they earned in an incentive type contract, that you are 
simply compounding confusion. : 

They should not have been permitted to have the contract in the 
first place, in my judgment. : 

Mr. Kine. I would like to explore this statement of Mrs. Griffiths 
a little further, Mr. Chairman. ; ‘ 

It surprises me, with the great experience that is now enjoyed by 
all of the service procurement officers, that they are still incompetent, 
that is, unable to sit and negotiate a good contract. 

_ Mrs. Grirrirus. Mr. Congressman, let me point out to you again the 
situation that I told you about Ford. They had been making the 
item for 20 years. They had more than 400 estimators on 1 Ford car 
telling you how much the price should be. 

These men were trained. They knew every item. Thatis the ote 
of thing that you would have to have with the Government itself. 
They would have to be able to tell you exactly what every item was 
going to cost. 

They should know the price of the steel; they should know every 
treatment; they should know everything that it went through. 

In addition to that, they should know the cost of the equipment, 
the tools that had to be put on the equipment; they should know the 


time of the operations, and so forth. 


It would take hundreds of people to do it with any exactness on 
any particular contract. 

Congressman, we are too stingy as Congressmen ; we do not give the 
negotiators that kind of assistance and we do not pay them that kind 
of wa 

In ne good plant the chief purchaser is one of the best-paid officers. 
They are usually vice presidents. They can either save you or break 
you. 

In my judgment, we are going a long ways in Government toward 
letting the purchasers break us. 

Mr. Krve. That is all, Mr. Chairman. 

Mr. Mason. Mr. Chairman. 

The Cuarrman. Mr. Mason. 

Mr. Mason. Do I understand correctly, Mrs. Griffiths, in this in- 
centive contract that I enter into with - obcccnalenee that I estimate 
in the first place much higher than is necessary so as to prove to 
the Government later on that I, by efficiency and so forth, reduced the 

rice and, therefore, I am paid for the very thing that I padded? 
s that it? 

Mrs. Grurrrrus. In my opinion, that is what would happen. 

Now, I would like to say to you, Mr. Mason, that this would be 
stopped if the purchaser was good enough to estimate with you, but 
your purchaser is not. 

Mr. Mason. I have that in mind now. 

The Cuateman. Are there any further questions of Mrs. Griffiths? 

If not, Mrs. Griffiths, we thank you again for coming to the com- 
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mittee. We particularly appreciate your statements in view of the 
experience you have had with Army Ordnance prior to becoming a 
Member of Congress. 

You have been very helpful to us. Thank you very much for com- 
ing to the committee. 

rs. Grirrirus. Thank you, Mr, Chairman. 

The Cuarrman. Our next witness is our colleague from California, 

the Honorable H. Allen Smith. 


Mr. Smith, we are glad to have you with the committee this morn- 
ing, and we recognize you. 


STATEMENT OF REPRESENTATIVE H. ALLEN SMITH, OF 
CALIFORNIA 


Mr. Ssaru. Thank you, Mr. Chairman and members of the com- 
mittee. 


i I have a prepared statement I would like to read to the committee, 
if I may. 

The Cuamman. You may proceed as you desire. 

Mr. I deeply appreciate this to before 
the Ways and Means Committee in behalf of my bill, H.R. 6387, to 
amend the Renegotiation Act of 1951 to assist small business, 

My bill, as you know, is a companion measure to H.R, 6383, intro- 
duced by our colleague, Mr. McCulloch, of Ohio, and is also identi 
to four other consecutively numbered bills, offered by Mr. Moore, of 
West Virginia; Mr. Avery, of Kansas; Mr. Robison, of New York; 
and Mr. Suic, of Minnesota, all of whom are fellow members of the 
Select Committee on Small Business of this body. 

My own constituency is particularly concerned with the proposed 
amendments, since the district which I have the honor to represent 
embraces a manufacturing area of typical small firms who form an 
important segment of the defense supporting industry. They act as 
small prime contractors, as subcontractors, and as suppliers. Many 
of them have been responsible for ingenious developments, both to 
advance the technology of defense, and to reduce total costs. 

Like similar firms throughout the country, however, they are sub- 
ject to the severe ee and downs automatically associated with de- 
fense production. As one type of weapon becomes obsolete and as 
newer weapons come into use, there is an inevitable pattern of con- 
tract termination, cancellation, stretchout, or other change which, for 
the smaller firm specializing in military production, has an effect of 
snapping the whip, making it hardest on the fellow at the end of 
the contract line. 

A firm which may keep its head fairly well above water in 1 year, 
will be down in the next—not because of any change in skill, but. sim- 
ply because availability of contracts ebbs and flows with the changing 
tides of weapon programing. 

This fluctuating characteristic in the small defense contract field 
has a very important bearing on the need for the amendments pro- 
posed in the bills introduced by myself and my colleagues. It points 
uP the fact that the Government’s thinking about renegotiation in 
the area of small business deserves a quite different frame of reference 
from that which might be applied to, say, the hundred largest defense 
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contractors which have a reasonably constant volume of Government. 
sales year after year, regardless of the particular type of weapon 
system which they may be producing. 


SMALL BUSINESS AMENDMENTS 


The specific amendments proposed in my bill are particularly and 
exclusively for the benefit of small business. 

As Representative McCulloch pointed out in his statement before 
the House on April 14, renegotiation amendment bills, presented by 
both Republican and Democratic members of the Small Business 
Committee during the second session of the 85th Congress, were 
subject to some criticism. 

Part of this, I believe, arose from the fact that the exemption of 
certain types of contracts in last year’s proposal would have applied 
to both small business and large, and might, in some circumstances, 
have left something of a loophole for some of the very largest 
contractors. 

These criticisms resulted in some very careful study. They also 
resulted in a significant change which avoids the dangerous concept 
of exempting a particular type of contract, as such. 

I agree with both Mr. Coggeshall, of the Renegotiation Board, and 
Mr. Dechert, of the Department of Defense, that when a company 
does become subject to renegotiation, the process should become ap- 
plicable to all contracts, across the board, weighing the bad with the 
good ; the profitable with the unprofitable. 

I think this is a basic precept of the law as envisioned by your 
committee. 

At the same time, our contracts with small defense firms over a 
period of years have convinced us that the chances for substantial 
profit are considerably less in certain forms of contracting than in 
others. It seems pretty obvious that when a firm puts in a fixed 
price bid in competition with several other firms, the low bidder is 
forced by the competitive circumstance to get his pencil pretty sharp. 
The likelihood of loss is probably as great as the chance for profit, 
and, in any event, all the risk is with the contractor. 

The same restraint on excessive profits appears to be built into the 
kind of contract that provides for price redetermination. 

As I understand it, that type of contract is usually reached after 
competitive negotiation where the item being purchased has never 
been produced in any volume before. 

Generally, several companies are asked to make proposals and the 
one that looks like it has the best combination of design, engineering, 
quality, reliability, and the price, is the company that gets the 
contract. 

However, because no one can be exactly sure on a new item 
whether the estimated price is fair to the Government, the Govern- 
ment buyer usually demands what they call a price redeterminable 
provision in the contract. This means that the costs of the con- 
tractor will be examined during the course of production and then at 
some predetermined point, the Government and the contractor will 
correct the price according to the actual cost experience. 

—< the same procedure is used in many subcontracts, as 
well. 
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Here, again, there is a special small company factor. The smaller 
the company, the easier it is for the Government or the prime con- 
tractor to look at the costs and make sure that the arrangement is 
fair and the profits are reasonable. 

I understand that one small firm representative who testified before 
the Small Business Committee a couple of years ago said that having 
this kind of contract subject to renegotiation was like being put in 
double jeopardy. 

Unfortunately, if we made a flat exemption of the two types of 
contract I have described, the contract let at a fixed price as the result 
of competitive bidding, and the contract containing a provision for 
price redetermination, we would be likely to exclude those contracts 
on which the least profit, and possibly a loss would be made, but 
continue to renegotiate on the others. We would, in effect, be asking 
a contractor to pay us back on his winners, but not allowing him to 
balance off on his losers. 

Instead of getting into that danger area, I have joined my col- 
leagues in suggesting a novel, but simple approach to the problem. 
This approach, as incorporated in section 3 of my bill, permits a 
contractor to be exempt from renegotiation if he does less than $5 mil- 
lion worth of Government business under types of contracts other 
than the two low profit forms I have just discussed. 

In summary, section 3 provides that a company with Government 
sales of less than $5 million per year, after June 30, 1959, will be 
exempt from renegotiation. 

However, the company’s sales can exceed $5 million and the com- 
pany will still be exempt, if all the sales in excess of $5 million can 
be accounted for either by contracts let as the result of competitive 
bidding, or by contracts which contain provision for price redeter- 
mination. 

The exclusions of these two types of contracts applies only to the 
determination of whether the company shall be subject to renegotia- 
tion, or not. Once the total sales under other types of contracts 
exceed $5 million, then all the sales under all types of contracts will 
become subject to renegotiation. 

I feel that this provision goes a long way in recognizing the built- 
in profit restraints in competitive fixed-price contracts and in redeter- 
minable contracts, while it also preserves the principle of looking at 
a contractor’s total experience once he becomes subject to the act. 

The very large volume of cost-plus-fixed-fee contracting among the 
largest defense contractors, is assurance that none of these giants 
will in any way be exempted by this proposal. 

I feel the feature does something else very important from the Gov- 
ernment standpoint, as Mr. McCulloch noted when he made his in- 
troductory remarks. It provides a very definite incentive for a mid- 
dle size contractor to seek the lower profit forms of contract as a pos- 
sible means of gaining exemption from the act. This is bound to have 
a favorable downward influence on total Government procurement 
costs, an objective which I know is shared by every Member of the 
Congress. 

With ard to the basic $5 million exemption figure, this was 
unanimously recommended by the Department of Defense Small Busi- 


ness Industry Advisory Committee last year. That committee, as you 
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know, is composed of representatives from both large and small busi- 
ness who meet quarterly with policy people of the Department of De- 
fense to formulate suggestions for assisting the small business pro- 
grams of that agency. 


TO EXCLUDE SMALL BUSINESS 


I am fully in agreement with Mr. McCulloch’s observation that this 
new exemption level will apply almost exclusively to small business 
firms. Companies in my district tell me that they must count on be- 
tween $12,000 and $13,000 in annual sales per employee if they are to 
np out of the red. 

oa manufacturer with more than 500 employees could not possibly 
survive on annual sales of less than $6 million, substantially more than 
the proposed exemption figure. 

I would also like to call the committee’s attention to the fact that 
the size group of small companies between 100 and 500 employees ap- 
pears to be the most critical in terms of retaining independence. The 
total number of the U.S. manufacturing firms has declined steadily 
over the past few years in spite of the general expansion of all other 
segments of our economy. Much of this attrition has taken place in 
the defense supporting industry, and particularly in the range of 
companies between 100 and 500 employees. 

Strategic Industries Association, a group representing these inde- 
pendent firms in defense, reported that 4 of its 7 founding companies 
sold out to larger firms during a 15-month period which be uring 
the so-called defense dollar shortage of late summer, 1957; 6 of the 
11 firms represented on the directorship of that organization in 1957 
have been merged with others. Every such merger involved a com- 
pany of between 100 and 500 employees at the time the sale became 
necessary. | 

I know there are some people who think that we ought to confine 
our small business help to the very smallest firms, but if we continue 
to let the structure of independent small companies erode from the 
top down, I doubt that our efforts for the very small will be of much 
help. 

REDUCED CASELOAD 


An important byproduct of the proposal to raise the floor on re- 
negotiation is the relief it will provide in terms of caseload. Out of 
254 cases involving a refund, 177 cases concerned companies with 
sales from $1 to $5 million. 

I will interrupt there just a minute. I believe the sheet was sub- 
mitted yesterday to the committee and possibly my statement might 
better be corrected to say with sales under $5 million because the first 
classification might exempt some 54 firms. 

But the committee has the figures on file before it. 

Actually, 70.2 percent of the total cases. Yet, these cases ac- 
counted for only 16.6 percent of the total dollars refunded; out of 
$108 million total, only $18 million from the smaller firms. This was 
in fiscal 1958. 

We are all familiar with the criticisms leveled by industry that the 
processing of renegotiation takes several years after the close of the 
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year to which it applies. Many companies contend that they simply 
cannot do effective fiscal planning because of their uncertainty re- 
garding potential refund claims. 

By eliminating this hazard for 70 percent of the companies with 
which the Board now deals, nearly all of which are small firms, it 
should be possible to give much faster and more thorough review 
to the cases which remain. 

The net amount of refund from this small firm group, after tax ad- 
justment, is probably less than $10 million. I am firmly convinced 
that if we can provide the incentives contemplated by my bill, to get 
companies seeking the lower profit forms of contract in the first place, 
= — surely effect economies many times the amount of these 
refunds. 

I am also convinced the theory that renegotiation acts as a salutary 
influence on defense producers is illusory. 

In fact, I am very much convinced that it works just the other 
way, that a company faced with a probable refund adopts a careless 
attitude on cost control, why save the money if it will have to be 
paid back to Uncle Sam, anyway? 

If we can get these companies out of this frame of mind, get them to 
thinking of saving money in order to make money, I know they will 
become tougher competitors. 

It strikes me as tail before head thinking to concentrate our efforts 
on cutting profits when costs, not profits, represent 95 percent of what 
the Government spends. If we provide the incentive for firms to take 
risks, we can be sure they will exert every effort to cut costs, which is 
where the big savings to our taxpayers can really be made. 


INCENTIVE TO SUBCONTRACT 


In speaking of incentive to cut costs, I would also like to make a 
special plea in behalf of section 2 of my bill, titled “Encouragement 
of Subcontracting.” This is the type of carrot instead of a club 
approach which has always appealed to me. 

Mr. McCulloch noted that the Renegotiation Board made a con- 
structive change in its regulations by providing for favorable recog- 
nition to a contractor which engaged in subcontracting with sma 
business, a program endorsed by ail Members of Congress. But he 
observed that this “favorable recognition” was too heavily qualified 
by the warning contained in the same paragraph to the effect that: 

A contractor who subcontracts work may not reasonably expect to be allowed 
as large a profit thereon. * * * 

This insistence on a lesser profit for subcontracted work has been 
recognized as a specific deterrent to subcontracting. It seems pretty 
obvious that it takes tremendous amount of urging for the Department 
of Defense to push a program of subcontracting with small business, 
when the prime contractor is told in so many words that he “may not 
reasonably expect to be allowed as large a profit thereon.” 

What we have done in the bills seppened by the minority members of 


the Small Business Committee is to provide an incentive both to do 
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more subcontracting with small firms and to save taxpayers’ money 
inthe process. We havesaid that: 


A contractor or subcontractor who achieves economies— 
through a small business program, shall receive: 
incentive rewards through proportionately higher profit allowances. 


As you will note, the emphasis is on a reward for saving the Gov- 
ernment money. It indicates that we are ready and willing to share 
in these savings, by allowing a portion of them as extra profit when 
they result from doing business with smaller firms. This way we pro- 
mote small business and also promote net lower cost. 

A similar, but less positive provision, is included in Mr. Multer’s 
bill which clearly demonstrates that there is a nonpartisan recognition 
of the need to stop having the Renegotiation Act negate the objectives 
of our small business programs. 

I prefer the provision of my own bill, because I think it puts the 
emnbdhitate precisely where it is needed, on the idea of a reward for 
saving the Government money. This change appears long overdue. 


COMMERCIAL ARTICLE EXEMPTION 


The proposed change in the commercial article exemption as covered 
by section 4 of my bill is to relieve an inequity which affects those com- 
panies that make commercial type articles, but whose sales pattern does 
not embrace nondefense users. 

Several instances have been called to my attention where companies 
making clamps, fasteners, and similar items are forced to meet the 
competition of larger firms having national distribution. The larger 
firms are exempt from the act because they can show more than 35 per- 
cent of their sales outside the defense industry. 

The smaller companies remain subject to the act simply because their 
distribution is confined to an area where defense producers pre- 
dominate. 

If section 3 of my bill is adopted, raising the exemption level to 
$5 million, and providing for the other incentives, it is probable that 
section 4 would not then be essential. 

As a matter of principle, however, it seems we should make certain 
that the commercial article provisions give greater recognition to the 
pressures of competition than that which is provided for in the present 
language of the act. . 

My proposed new language would clearly exempt articles maintained 
in stock at established prices with which it can be shown that two or 
more competitors also maintain stocks offered for sale in accordance 
with regularly established price lists. 

Thank you, Mr. Chairman, and members of the committee. 

Mr. Krne (presiding). Mr. Smith, I first wish to compliment you 
on what I consider a very well prepared statement. 

You were inthe room when the witness, Mrs. Griffiths, of Michigan, 
who preceded you, made her statement. 

Mr. Sunru. I heard part of it, Mr. Chairman. 

Mr. Ktne. Did you hear what she said with respect to incentive type 
contracts ? 

Mr. Smirn. Not entirely. 
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Mr. Kine. It is quite evident that what you have had to say and 


your opinion with respect to incentive contracts is quite different. 


Mr. Sairu. I heard that much. 
Mr. Kina. Are there any further questions ? 
Thank you, then, for giving the committee the benefit of your views, 


Mr. Smith. 


Mr. Smirn. Thank you very much. 

Mr. Kine. Mr. Rasmussen is our next witness. 

Mr. Rasmussen, will you identify yourself, please, for the record, and 
proceed in any manner you desire. 


STATEMENT OF PAUL R. RASMUSSEN, NATIONAL ASSOCIATION OF 
MANUFACTURERS; VICE CHAIRMAN, NATIONAL DEFENSE 
COMMITTEE 


Mr. Rasmussen. Yes, Mr. King. 

My name is Paul R. Rasmussen. I am the acting chairman of the 
renegotiation subcommittee of the National Association of Manu- 
facturers’ national defense committee. 

I am speaking today for the association. 

I want to thank the chairman and members of the committee for 
allowing us this time. 

My associate here is Mr. Ray Bennett, of the National Association 
of Manufacturers, the executive who is the liaison executive with 
the national defense committee. 

I assume that this statement will be made a part of your record, 
and also that you have a copy in front of you. I don’t intend to 
read the statement, but as we ds at it 1 would like to point out a few 
things way of either or amplification. 

I might mention that the National Association of Manufacturers 
consists of over 20,000 members. It is of interest to note that over 
18,000 of those members consist of firms with less than 500 employees, 
and over 6,000 have less than 50 employees. 

The representation is a cross section of industry, both large, 
medium, and small. 

I would say that all types of defense enterprises are represented 
in our membership. 

Very simply, the position of the NAM is that the best interests 
of both the public and industry will be served by a total elimination 
of profit limitation statutes. 

e urge that the Renegotiation Act, as well as the profit limitation 


‘provisions of the Vinson Act and the Merchant Marine Act, be re- 


pealed, either by expiration or otherwise. 

We feel that this position is a sound one in view of answers to two 
questions which have been referred to in the text before you. The 
first one we might comment on briefly. 

The question: Is the extension of renegotiation and other profit 
coated laws at the present time in the interest of our national de- 

ense ? 

It is our feeling, and we have stated, that the present atmosphere of 
procurement is such that we do not need the profit-limitation provi- 
sions of the Renegotiation Act, and other acts, that the days of hasty 


procurement based on incomplete cost information are sufficiently 
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in the past so that the orderly process of procurement as it is now 
carried on would provide, and does provide, enough protection to the 
public and to the Government, as well as to the contractor. 

There is a problem, as we see it, in that the protection furnished 
by the various types of contracts and the provisions of the Armed 
Services Procurement Regulations is such that the profit margins 
in the handling of defense business in many instances have been 
so reduced as to discourage industry from the degree of participation in 
defense work that they would otherwise be interested in. 

Many firms, we feel, based on reports from our membership, are re- 
luctant to take on certain types of defense contracts because of the 
multiple-profit limitation factors present, not only at the stage of 
negotiation, but as we find them in the Renegotiation Act itself. 

Among the factors, and we list them here, that contribute to the re- 
luctance in recent years of the contractors to engage in support of the 
defense effort, are the following, and we can comment on them briefly : 

We feel that the act discourages efficiency and reduces incentive. 

We feel also, (point No. 2) that any standard by which so-called 
excessive profits are sought to be measured is unsatisfactory, unjust, 
and frequently results in an arbitrary determination. 

This, we feel, is true whether the statutory factors are broadly ap- 
plied or whether there is an attempt to achieve accuracy by some nar- 
row standards such as, for example, a profit factor. 

I might point out that I am primarily engaged for my employer as 
a corporate tax manager and it seems to me there is a parallel in the 
workings in prior years of the excess profits tax statutes. 

That is, after all, an attempt to define excess profits for another 
purpose, but, like the Renegotiation Act, it is necessary in either stat- 
ute to determine what normal profits are in order to find out the excess. 

Excess profits tax statutes in prior years, I think we all have con- 
ceded, ind this conclusion has been reached by the Internal Revenue 
Service, I know from dealing with them, are very unsatisfactory stat- 
utes; they are hard to administer. : 

The very effort to simplify them leads to trouble. 

When, on the other hand, amendments are made to them which are 
honestly made in the interest of equity, we still don’t cure the prob- 
lem. The administrative problem is there. It is there as long as we 
have the statute on the books. 

Therein lies the parallel, I think, with the renegotiation type of 
profit limitation. 

We will comment on that a little more later. 

Point 3: The recordkeeping and administrative burdens imposed 
by any Renegotiation Act are time consuming and they are expensive. 

Private industry has a load of paperwork that is comparable to the 
Government in many respects. I do-not think I need to tell you 
gentlemen how many pieces of paper are handled by the Government. 
Industry has a similar problem. 

This adds to. cost and really makes no contribution to the defense 
effort whatsoever. 

Although we list it last, I think that, among the more important 
of these Factors that have discouraged contractors from seeking de- 
fense business in many instances, this last factor is quite material. 
The delays in processing cases mean that until the Renegotiation 
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Board finally clears the case, the contractor does not know just how 
much money he made. 

Now, that may not be too important a factor if your renegotiation 
business is a small percentage of your total volume, or if the percent- 
age margin is not too great, but in many instances it does present a 
real problem if, let us say, half of your profits are subject to some 
kind of a drawback, there is an interval of 2 to 4 years possibly when 
your corporate financing is seriously imperiled. 

Your treasurer, your controller, or your board of directors can- 
not make plans that must be made for the health of the business— 
they must be made in advance, from 1 to 5 years, let us say; financial 
planning becomes very difficult when the element of uncertainty is 
present in your profit picture. 

One of your sources of money is the profit that you make. If that 
element is uncertain, your financial planning is seriously impaired. 

For many companies this is an extreme handicap under which to 
operate. 

On page 8 of the questionnaire that is attached, there is a section 
(effect on industry) which points out what I have just said. 

Availability and the amount of capital for expansion, for research, 
and the return on investment is in a questionable area in the case of 
many contractors whose profits are substantially subject to renego- 
tiation. 

I believe those comments point out what we think is an obvious an- 
swer to the first question—in reference to this multiple profit limita- 
tion device which is represented by the Renegotiation Act when it is 
considered as something added to the other protective devices; the 
extension and the continuation of that device is not in the interest of 
national defense because it does tend to weaken the financial stability 
of a lot of defense contractors and in that respect if that tendency con- 
tinues or becomes material, the only other answer is more Government 
aid to these people. 

I don’t think we like that. 

The second question may well be asked and we think we have spelled 
out the answer to it: Are the Government agencies adequately pro- 
tected against excessive profits without renegotiation ? 

We submit that there is this protection available. We have referred 
to a statement from the Defense Department which was set forth in 
connection with an extension of renegotiation. We quoted it primarily 
for the purpose of emphasizing that the factors stated there, in our 
opinion, do not constitute justification for the request that the act 
be extended. 

The principal reasons that are cited are the large scale procurement 
and ever changing requirements of military technology. 

We submit that there are devices available to the armed services 
which protect the Defense Department, and that these various pro- 
tective devices are embodied in the various contracts that are avail- 
able under the armed services procurement regulations. 

We list a few of them here. 

We think that the use of these contracts at the negotiating level 
presents a solution to the problem without a renegotiation profit- 
limiting factor. 
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Price redetermination is certainly a real weapon to be used to plug 
a gap that would otherwise exist if renegotiation were not with us; 
we have price redetermination, we have these various contracts in 
addition, various types and varieties, which are aimed at these types 
of procurement where we do have an evolving state of military 
technology. 

Redetermination after the fact is, I would think, a good substitute 
for renegotiation long after the fact. 

Many of these contracts are available at the subcontract level as 
well as the prime contract level. We feel that there is little or no 
risk if these contract forms are used, that the contractor will earn 
more profit than was originally contemplated as being a fair one. 

I might say in conclusion that the National Association of Manu- 
facturers is aware of the many amendments that have been proposed 
to the present Renegotiation Act. More of them have been intro- 
duced very recently and they run the gamut from modifying exist- 
ing exemptions of certain types of contracts, liberalizing the treat- 
ment of profits and losses to take into account the fiseal periods, a per- 
centage profit standard factor is contemplated, and so on, 

It is not our intent here to examine the merits of these proposals. 
I am sure, based on what I have read, that the committee has been 
exposed to a lot of testimony in this area. There is nothing we could 
add except one comment that we certainly wish to emphasize, and we 
have stated it. 

We feel that the introduction of a percentage standard factor of 
agreed profits is a backward step in the negotiation concept. 

Tsaid a few minutes ago I was going to refer to a parallel under our 
tax laws with which I am quite familiar and I will refer to it again 
now in this connection. We have the same problem—and these com- 
ments are aimed at the introduction of an agreed profits percentage 
standard as well as the introduction of a lot of complicated or complex 
amendments to the statute—we have the same problem as we had 
under our unsatisfactory experiences with the.excess profits tax statute. 

This is still an attempt to carve out a definition of excess profits by 
reference to a subtraction, from total profits, of something which we 
would call normal profits. 

That is the only way you can define excess profits, gentleman, 
whether it is under a tax law or any other kind of renegotiation or 
profit recapture law. 

It is a negative kind of definition because what is normal for you or 
for me or what is normal for company A or company B, is not normal’ 
for somebody else, and is not normal for company C. 

The result historically under these tax laws has been that some- 
thing that started out in the law to be a simple statement was imme- 
diately recognized as being subject to so many holes that statutory 
exceptions had to be created to it. The minute you create statutory 
exceptions you create complexity. 

You solve a problem and you create two more. 

Instead of solving anything, really, you create a labyrinth of statu- 
tory and regulatory language that no one fully understands. 

T submit from my dealings with the Internal Revenue Service over 
the past 10 years they are very candid in their comments in respect to 
things like excess profits laws, and they even made some of these 
comments with respect to the present code. 
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The point to make is, as I see it, that the amendments to the Renego- 
tiation Act have this parallel. ; ; 

We are taking off in the wrong direction. We are seeking equity 
by taking on more and more amendments in an honest effort to achieve 
equity, I will concede that. 

But the end result is not equity ; it is chaos. : caer 

To me, and this is NAM’s position, a step in the other direction is an 
excellent answer in the case of renegotiation because in the case of 
renegotiation we have one factor that certainly is not present in, let 
us Say, a consideration of our income tax laws. 

There are no real substitutes that we can use for an income tax law, 
but there is a substitute we can use for renegotiation and it is a sub- 
stitute that is on the books today. It is a substitute that is available 
to the Government and to the contractors any and all times they wish 
to use It. 

This substitute is in the form of these various types of contracts 
which can be written up and drafted to provide all kinds of price re- 
determination before or after the fact, and in that situation, gentle- 
men, we just don’t need an amendment to the Renegotiation Act; we 
don’t need and should not have a Renegotiation Act atall. | 

Now, that is a simple solution. It appears simpler than it is, T am 
sure. 

Renegotiation has political implications which certainly must be 
considered, but candidly and on the merits the NAM feels that renego- 
tiation is improper and it is unwise to extend it in view of the protection 
already existing to the Defense Department and the public. 

Thank you. 

Mr. Kine. Does that complete your statement, Mr. Rasmussen ? 

Mr. Rasmussen. Yes, sir. 

Mr. Kine. The committee wishes to thank you for coming to the 
committee and giving us the benefit of your views and the views of 
the organization you represent. 

Are there any question ¢ 

Thank you again, Mr. Rasmussen. 

Mr. Rasmussen. Thank you, Mr. Chairman. 

(The formal statement of Mr. Rasmussen follows :) 


STATEMENT OF Paurt R. RASMUSSEN, ACCOMPANIED BY RAY BENNETT, NATIONAL 
DEFENSE COMMITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS, BEFORE THE 
House WAYS AND MEANS COMMITTEE ON RENEGOTIATION, APRIL 29, 1959 


Mr. Chairman and members of the committee, my name is Paul R. Rasmussen. 
I am acting chairman of the renegotiation subcommittee of NAM’s national 
defense committee, and am speaking today for the association. 

The association consists of over 20,000 members of which it may be of interest 
to note that over 18,000 have less than 500 employees, and over 6,000 have 
less than 50 employees. Therefore, we speak for small, medium, and larger 
producers as well as a cross section of all types of defense enterprises. 

The National Association of Manufacturers is of the firm belief that the best 
interests of the public and industry will be served by the total elimination of 
profit limitation laws from defense contracting. To that end it is urged that 
the Renegotiation Act, as well as the profit limitation provisions of the Vinson- 
Trammell Act and of the Merchant Marine Act be repealed, either through 
expiration or otherwise. 

Our position in flat opposition to the continuance of the profit limitation provi- 
sions contained in the above acts is based on the answers to the two fundamental 
questions confronting us today: 
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First, is the extension of renegotiation and other profit control laws now in 
the interest of our national defense? 

Secondly, are the Government agencies adequately protected against excessive 
profits without this form of device? 

In answer to those two vital questions, we call your attention to the fact that 
during the past several years the improved procurmenet policies and practices 
of the armed services have been instrumental in bringing down prices and profit 
margins on defense sales to the diminishing returns point—lower than ever 
before, particularly as compared to commercial business. The day of hasty 
procurement, based upon incomplete cost information, has been supplanted by 
sound defense purchasing in a competitive atmosphere. Furthermore, to the 
extent that procurement today lacks these characteristics, existing controls other 
than renegotiation furnish proper protection to the public. In fact, the improved 
procurement policies and practices of the armed services have created a serious 
problem to industry. The incentive for participating in defense business has 
been so diluted by the many profit limiting devices of the armed services, in 
addition to renegotiation, that many contractors are either devoting their efforts 
entirely to commercial business or are sharply limiting their participation in 
the defense effort. We question whether the profit margins presently available 
on defense contracts are sufficient to permit industry at large to set aside ade- 
quate reserves for the maintenance of facilities, research and development, and 
business growth. 

Contributing to the growing reluctance in recent years of many contractors 
to engage in support of the defense effort, either at the prime contract or sub- 
contract level, are factors inherent in the Renegotiation Act itself and the 
administration thereof; namely: 

1. The act discourages efficiency and reduces the incentive of contractors 
engaged in defense work. It is a form of cost plus on a grand scale, whereby 
the efficient are penalized and the inefficient rewarded. 

2. Inevitably, any standard by which it is sought to determine so-called exces- 
sive profits results in an arbitrary and frequently unjust determination. This 
follows regardless of whether the statutory factors are applied broadly or 
whether an attempt is made narrowly to achieve accuracy by hair-splitting judg- 
ments, percentage factors, and the like. 

3. Industry’s recordkeeping and administrative burdens are both time con- 
suming and expensive and are an added burden to an already heavy paperwork 
load. The related costs are reflected in prices of products sold to the Govern- 
ment and in reduced income taxes. This administrative burden contributes 
nothing to the quality or quantity of weapons acquired. 

4. Delays in processing cases mean that the contractor does not know what 
his profits are until his case finally clears the Renegotiation Board. This may 
be anywhere from 2 to 4 years after the year in question. For several years, 
therefore, a contractor is in the dark as to just what his defense profit situation 
really is for planning purposes and other vital company decisions. 


PROTECTION AGAINST EXCESSIVE PROFITS WITHOUT RENEGOTIATION 


Let us now turn to the question raised as to whether or not the public is 
adequately protected against “excessive” profits without renegotiation. The 
administration’s support for continuation of the Renegotiation Act is predicated 
on the size of the defense budget and the presence of sufficiently heavy defense 
procurement as to create high prices and unjustifiably high profits. This argu- 
ment has been stated by the Defense Department in 1958 and again now in the 
Defense Secretary’s request to Congress for the extension of the Renegotiation 
Act. In his statement the Defense Secretary said: 

“Defense expenditures are expected under current world conditions to continue 
at or somewhat near their present high rate for the foreseeable future. For 
fiscal year 1959 expenditures of the Department of Defense are estimated to 
be $40.8 billion. Approximately one-half of such expenditures represents amounts 
for the procurement of goods and services which would be subject to the provi- 
sions of the act. 

“The purpose of renegotiation is to eliminate excessive profits from defense 
contracts and subcontracts thereunder. In large-scale procurement programs 
involving the purchase of many different types of specialized items, many of 
unprecedented nature, past production and cost experience are not always avail- 
able for accurately forecasting the costs of such items. Today, particularly, we 
are witnessing rapid developments in the aircraft, missile, and space fields. 
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Pricing policies and contracting techniques of the procuring agencies cannot 
guarantee in all cases against excessive profits. 

“Experience has shown that the renegotiation authority is an effective method 
of preventing excessive profits. It has a salutary effect in contract pricing and 
has proved particularly effective in the subcontracting areas where maintenance 
and pricing controls is extremely difficult.” 

It is respectfully submitted that the Defense Secretary’s conclusions expressed 
do not justify the continuation of renegotiation. The factor of large-scale pro- 
curement has been with us for several years. That factor alone, unaccompanied 
by others, does not justify the existence of profit limiting statutes unless we are 
to accept the philosophy of renegotiation permanently. Moreover, we do not 
subscribe to the proposition that a constantly evolving state of military tech- 
nology prevents firm cost estimates and consequently firm profit allowances. 

We submit that the Congress has already provided the armed services with 
the tools with which to meet such problems and prevent excessive profits through 
the Armed Services Procurement Act, which has been implemented by the Armed 
Services Procurement Regulation. The number of different types of contracts 
provided for in that regulation are more than adequate to meet all special needs. 
The Armed Services Procurement Regulation specifically provides many different 
types of contracts, examples of which are: 

. Firm fixed price. 
. Fixed price with escalation. 
. Fixed price with price redetermination provisions. 
. Fixed price with incentive provisions. 
. Straight cost. 
. Cost sharing. 
. Cost-plus-fixed-fee. 
. Cost-plus-incentive-fee. 
. Time and materials. 
10. Labor-hours. 

Many of these types of contracts are available not only at the prime contract 
level but also at the subcontract level. Variable-price type contracts providing 
for close following of contractor’s cost experience and adjustment of price on 
the basis of experience are almost always applied in the case of new types of 
weapons and equipment (such as missiles) when previous cost experiences is 
not available. Under these contract forms, there is little or no risk of the 
contractor earning more profit than was originally contemplated between the 
contractor and the armed services. May we note with reference to the Defense 
Secretary’s request for profit limitation in relation to specialized items that at 
least three of the mentioned contractual forms have completely adequate built-in 
controls. 

CONCLUSION 


The National Association of Manufacturers is apprised of the several legisla- 
tive proposals that currently seek to amend the Renegotiation Act. In addition 
to the amendment which would extend the expiration date, among the more 
important are those that would raise the “floor” to $5 million, modify the existing 
exemption of certain types of contracts, permit further appellate review, broaden 
the “Standard Commercial Article” concept, liberalize the treatment of. profits 
and losses over fiscal time periods, add a profit percentage standard factor, 
broaden the exemption of some contracts, and make mandatory the stock item 
exemption. 

A detailed consideration of the merits of each of these proposals is beyond the 
scope of this written statement. Even the best of these proposals are open to 
the basic objection that they all represent abortive attempts to repair an obsolete 
vehicle which should long ago have been retired to the scrap pile. As a matter 
of fact, the particular amendment which seeks to establish a percentage stand- 
ard of “agreed profits” represents a shocking backward step in the renegotiation 
concept. 

To extend renegotiation for another period, regardless of how brief, amounts 
to an unwise postponement of an important decision affecting the Nation’s de- 
fense effort. The fundamental inequities of the Renegotiation Act affecting the 
many different types of contractors are so varied that amendments cannot 
change the fact that the entire renegotiation concept is now not only uneconomi- 
cal and unjust, but an emphatic deterrent to our defense effort, particularly in 
view of the safeguards otherwise available to procurement agencies to prevent 
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excessive profits through the Armed Services Procurement Act and cxisting 
regulations. 
NAM RENDGOTIATION QUESTIONNAIRE—ANSWERS, 1958 


Pursuant to NAM’s continual study of the administration of renegotiation laws, 
during the past year a questionnaire was sent to the 250 defense contractors 
comprising the Association’s National Defense Committee. The business con- 
cerns represented included varying types of small contractors as well as larger 
companies handling procurement of complex weapons systems. 

The quotations as categorized below are the most typical excerpts from answers 
to the questionnaire. [Italics supplied.] In similar language, these statements 
were repeated many times by the polled defense contractors. 


PENALIZES EFFICIENCY 


“The major objection to profit-limiting devices is that it penalizes efficiency 
and destroys incentive.” 

“Federal profit-limiting devices are incentive limiting. They also tend to 
discourage close cost control and efficiency as generally speaking, the most 
efficient companies and those with lowest cost will reflect a higher margin of 
profit, little or none of which might be retained under profit-limiting devices.” 

“Tnefficient contractors aided.” 

“Profit-limiting control by the Federal Government, as we all recognize tends 
to eliminate the advantage of efficient production. It puts contractors on a basis 
where their ability to secure business by efficiency is not effective.” 


THE PRICE OF REDUCED PROFIT 


“At times it causes reputable companies to walk away from Government busi- 
ness because of lack of incentive, the time consuming and expensive record- 
keeping chore, etc.” 

“We find that prices are moving lower to such an extent that we are bidding 
less Government work. Federal profit-limiting devices are an obstacle to re- 
search, plant modernization and to financing.” 

“If the purpose of renegotiation is to reduce Government procurement costs, 
the profit element, on which attention is so closely focused is the tail and not 
the dog. By concentrating on the profit element—whether it should be 8 per- 
cent, 10 percent, 12 percent, etc.—sight seems to be completely lost of the total 
cost to the Government which is the important consideration. A strong case 
can be made that as you reduce or eliminate profit you reduce or eliminate 
incentive and instead of reducing total cost you raise it.” 


CAN THE LAW AND ADMINISTRATION BE FAIR? 


“It is a form of cost plus on a grand scale, whereby the efficient are penalized 
and the inefficient rewarded.” 

“As a result of a number of hours of conversations between the examiners 
and the regional board and the various officials of our company in an attempt 
to determine the examiners and Board’s position, we can only come to the 
conclusion that their position is strictly arbitrary. In the last renegotiation 
proceeding, the only reason that they gave us for the renegotiation, in spite of 
the fact that they readily admitted that the profit was due to our general opera- 
tions, that they did not consider our figures as to cost to be entirely reliable be- 
cause we did not have automatic IBM machine equipment or similar equipment 
that would maintain on a day to day theoretical basis all elements of cost. 
They did admit that they could find no real flaw in our methods of cost-keeping 
but, nevertheless, they had to give us some kind of an answer and they hung 
their hat on this rather slim defense. In other words, if we had bought some 
expensive bookkeeping cost-accounting systems which would not on an overall 
basis be of benefit to us after the added volume of occasional large contracts 
are completed, we would have increased our costs sufficiently as the result of 
such purchase and operation so that we probably wouldn’t have had any money 
to be renegotiated. We called their attention to the weakness of this argument 
and that there was little reason for their action, but we received no consideration 
as result of our protest. As a matter of principle, we probably in this last 
renegotiation should have taken it to Washington as we feel even though it would 
perhaps have cost us a substantial amount of what the renegotiation refund 
was, we think that their case was so weak that undoubtedly we could have 
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won. On the other hand, we run the chance of fighting the case and still have 
_to pay the refund.” 

“A major objection to the Renegotiation Act is the Renegotiation Board itself 
and its erroneous interpretation of the intent of the law. Specifically, the Board’s 
failure to look at overall profits on defense business and its efforts to find one 
segment of a business yielding higher than average profits and use that seg- 
ment as a lever to make an excessive profit determination—low profit levels 
or losses in other segments notwithstanding.” 

“Some big profit makers excused by ‘floors.’ ” 

“We have the experience of a long-term contract running for 4 years and 
having to show the profit in the final year when low costs are present. This 
is not given defined consideration by the Board. The tax laws themselves speci- 
fically allow a fairer carry-forward-carry-back administration.” 


PRESENT PROCUREMENT PRACTICES ARE SUFFICIENT 


“Our experience has been that the Government is doing a much more efficient 
job in its procurement policies—both as to administration and pricing. In fact, 
the present ‘buyers’ market has given them a terrific bargaining leverage which 
they have fully exploited.” 

“In other words, in view of the present competitive market it should not be 
necessary to renegotiate the profits of those products that are sold to the Gov- 
ernment year after year, the pricing of which has withstood the rigors of com- 
petition.” 

“The number of competitors in the industry makes it virtually impossible to 
have larger profits. Currently company profits are almost at a vanishing point. 
One of our major concerns is that under the Renegotiation Act there is no pro- 
vision possible to provide for such a period. Here the Government takes away 
company profits but does not share company loss periods.” 

“A fundamental point prevails in our direct repudiation of the profit motive, 
the core, the very essence of our capitalistic system.” 

“In order to be competitive with other bidders for prime contracts with Gov- 
ernment agencies, we must accept profit margins of approximately one-half our 
normal margins on commercial production.” 

“We have experienced a decrease in profit margins in recent years on renego- 
tiable business. One of the prime reasons has been that an increasingly larger 
percentage of our total renegotiable business is being secured under CPFF 
contracts, on which profits are abnormally low. We have also experienced lower 
margins earned on our fixed price and price-redetermination-target-incentive 
type business.” 

“Our experience is that under today’s competitive conditions closer pricing 
is definitely necessary, on Government inquiries, resulting in a decrease in 
profit margins, if business is to be realized. As a matter of fact, on recent 
bids our prices have been ridiculously low and we still lose the business.” 

“Our experience has been that our profit margins are kept down already to 
the bare minimum. Also, Government auditors are the ones who make sure 
that our profit is not excessive. The Renegotiation Board is of no value for our 
business. The Army Audit Agency is doing the necessary work for the Gov- 
ernment.” 

“In our experience in recent years, Government procurement policies have 
resulted in much closer pricing with corresponding substantial decrease in 
profit margins.” 

“We believe the Government’s current procurement practices at least in our 
case have sufficient to insure close pricing of contracts * * * there is available in 
the Armed Services Procurement Regulation, a sufficient variety of contractual 
instruments to protect the Government in respect to special individual cases.” 

“We believe that such profit-limiting devices are no longer necessary in the 
aircraft industry due to the general use of incentive-type contracts and more 
efficient procurement practices.” 

“The bulk of our Government contracts business is on negotiated fixed-price 
contracts. Our bids on all important contracts during the past 2 years have 
been subjected to audit and detailed review before the contract was negotiated. 
Detailed bills of material have been reviewed for both quantities and price. 
Labor estimates have been reviewed for both hours and rates. Overhead and 
G. & A. rates have had to be substantiated by detailed schedules. The estimated 
profit margin has been subjected to very close scrutiny. A ‘CPFF viewpoint’ has 
been adopted in making these audits and reviews of our bids.” 
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“During the past year approximately 80 percent of our sales were under cost- 
plus-fixed-fee-type contracts. It is considered that the low percent of fee allowed 
and the strict Government audit properly control profit on this type of contract.” 

“Most of our fixed-price contracts contain price redetermination clauses, which 
should make overall renegotiation unnecessary.” 

“Absolutely no need for renegotiation in case of the company. We have never 
been allowed profits (on CPFF contracts by negotiation, on FP contracts by 
competition) that put us in area where renegotiation would be suitable.” 

“Procurement policies in recent years have definitely resulted in closer pricing 
and a decrease in profit margins. The amount of costs data required when sub- 
mitting bids has increased. Competition during the past years has become much 
more severe and in many cases, Government contracts can only be secured at 
a nominal profit and some times at a loss after lengthy renegotiation.” 

“CPFF type and redeterminable type contracts are closely audited by the 
auditors of the various Government departments—on the spot, throughout the 
life of each renegotiable contract. And the larger the,contract amount the more 
intensive is the audit control likely to be. As to fixed price type contracts they 
are generally obtained by competitive bidding with the lowest responsible bidder 
receiving the award; they would not be fixed price type unless they involved 
products on which adequate comparative cost history had been built up.” 


EFFECT ON INDUSTRY 


“Profit-limiting devices destroy the incentives and the stimulus for maximum 
efficiency, lower costs, and greater output.” 
“Imposes unfair penalties for effective and economical utilization of Govern- 
ment-owned facilities.” 
“Profit-limiting devices hinder the economic climate conducive to the attraction 
of capital necessary to the support of the industry.” 
“It takes money that could otherwise be used for business expansion (making 
more jobs), and vital research.” 
“It prevents earnings sufficient.to provide for necessary facilities, requirements, 
and vital research and ‘state of the art.’ ”’ 
“During the years of delay, it is impossible to present to stockholders the 
amount of dollars remaining to be utilized for : 
A. Capital for expansion. 
B. Capital for increased inventories and expanding businesses. 
C. Capital for R. & D. 
D. Capital to be set aside for contingencies. 
E. Return on investment to stockholders.” 
“Independent research for military products penalized.” 
“The long delays in determining excess profits in any year are a serious 
hindrance in proper corporate planning, particularly in regard to investments in 
fixed assets.” 


Mr. Kine. Mr. Jenkins, will you identify yourself for the record, 
please, and whom you represent. 


STATEMENT OF GORDON W. JENKINS, STRATEGIC INDUSTRIES 
ASSOCIATION 


Mr. Jenxins. Mr. Chairman and members of the committee, m 
name is Gordon Jenkins. I am the general manager and one-thir 
owner of a metal-finishing concern located in Southgate, southern 
California. 

I am a director on the board of directors of the Strategic Industries 
Association. 

As the chairman of the renegotiation committee, I have been dele- 
gated to present our views here at these public hearings. 

Mr. Chainaie, I wish to thank the members of your committee for 
allowing our organization to present our views. 

Gentlemen, may I qualify my testimony and the organization I 
represent, by giving you a brief statement indicating the principles of 
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the Strategic Industries Association. These are stated in the fore- 
word of the association’s policy booklet, “Where We Stand” : 


For the first time, America must maintain a peacetime state of industrial 
combat readiness. We believe this is the country’s most difficult problem. Eco- 
nomically and politically it involves temptation to modify or abandon basic 
concepts of free enterprise. In our productive and military operations it de 
mands technology without counterpart in the civilian economy. 

The vast technological gap between commercial and defense production is too 
little realized by those who are not directly involved. Defense production 
specialists must now employ materials, processes, and degrees of precision else- 
where unknown, and they must be stimulated to constantly improve because 
second-best is suicide. 

It is our unanimous belief that a combat-ready industry must be made up of 
large and small firms. The 25 independent companies specializing in defense, 
represent a vast reservoir of concentrated experience. Operated with private 
capital dispersed across the country, competitively toughened to deliver quality 
with economy, they provide ingenuity and flexibility, vital in emergencies. 

Similarly, the larger defense firms fill their role by providing their design, 
coordination and massive assembly facilities, essential for the large and complex 
weapons systems needed to conquer space. 

We believe the total problem involves the best utilization of what both large 
and small specialists have to offer. Just as we recognize that smaller firms 
cannot hope to secure prime contracts for giant bombers or aircraft carriers, 
so do we feel that larger firms must not dilute their efficiency by endeavoring 
to add departments for all the instrument production, chemical treatment, compo- 
nent manufacture, and a myriad of other specialized skills on which units of the 
supporting industry concentrate the greatest know-how and offer the maximum 
economy. 

We believe in free enterprise, not partially, sometimes, or with reservations, 
but all the way. We believe that the incentive system of America can outdevelop 
and outproduce any slave system anywhere. 

This is the faith upon which the policies have been developed. The principles 
of free enterprise incentives and national interest above personal interest are 
the twin tests we have tried to apply to each policy statement adopted. 


Following this basic statement of faith, the book goes on to set out 
the views unanimously adopted by association members at their annual 
meeting of June 27-28, 1958. On the subject of renegotiation, let me 
quote this significant paragraph : 

We believe renegotiation is the most serious deterrent to economical subcon- 
tracting, because major prime contractors are penalized in the form of lower 
— allowances when they execute economical subcontracts, in lieu of inplant 
Work. 

We know this is true because we have seen many cases where prime 
contractors pulled work back into their plants even though the sub- 
contract costs were less than those which the prime would Eve on the 
same work in his own plant. 

And we also know this is true because most of us at one time or 
another have been in a confidential relationship with some major prime 
contractor’s representative and have heard them make the private 
admission that the dollar penalty on subcontracting was a powerful 
influence. 

Finally, the Renegotiation Board’s own regulation covering the sub- 
ject of subcontracting with small business contains the clear phrase 
that— 

a contractor who subcontracts work may not reasonably expect as large a profit 
thereon. 

It is there in black and white that a contractor will be allowed less 
profit, even though the rule tries to soften the blow by indicating that 
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subcontracting with small business will receive more favorable consid- 
eration than subcontracting with somebody else. 

Because the bill, H.R. 6383, introduced by Representative McCul- 
loch, meets this serious problem of encouragement for subcontracting, 
and also proposes other much-needed amendments, the Strategic Indus- 
tries Association has asked me to act as their spokesman in giving 
wholehearted support to that measure. 

I understand Gloutioal bills were introduced by a number of other 
members of the House Small Business Committee, of which Mr. McCul- 
loch is the ranking minority member. 

Section 2 of Mr. McCulloch’s bill is the one which provides for 
encouraging large contractors to increase their subcontracting to small 
business by providing a definite incentive. 

The idea is that when the prime contractor saves the Government’s 
money by making an economical subcontract, he should not be pena- 
lized. If doing business with a subcontractor is a better way to get 
something made, because the net cost is less, we don’t see why a prime 
should be told his profit will be cut. 

As taxpayers, we want that saving to be made and we think the 
sensible thing is to offer to share some of the savings with the prime. 

Tell him, as Mr. McCulloch’s bill provides, that the Board will allow 
a proportionately higher profit when he demonstrates savings by mak- 
ing good subcontracts with smaller business. 

Our association put out a report called the Government’s Facility 
Fallacy, in which we showed that millions of dollars worth of rent- 
free Government facilities had been furnished to prime contractors, 
often for no better reason than that it permitted the primes to do work 
in their plants, rather than subcontract it. 

The incentive to this, I am sure, comes from the way the Renego- 
tiation Act puts its present penalty on subcontracting. 

Let me give you a case history of a member of our organization to 
show you a typical effect on small business as the result of the renegotia- 
tion incentive to get more rent-free equipment into prime contractor 

lants. 
‘ Approximately 5 years ago our national defense procurement in- 
cluded the purchase of thousands upon thousands of what is called the 
2.75 rocket, or also known as the mighty mouse. The small company 
I speak of was selected as a competent source to chromic acid anodize 
these 2.75 aluminum rocket bodies as the subcontractor for a nearby 
prime. This small defense company anodized approximately 1 mililon 
arts. 
" A special trucking service was set up as a shuttle service between the 
prime and the small defense company. Deliveries were constant and 
current. 

To show you the quality that was maintained, in the completion of 
these one million parts, only one shipment of approximately 3,000 
tubes was rejected. That is a good bit less than half of 1 percent re- 
jection. 

Tn the course of the work, a price reduction was given to the prime, 
made retroactive, and reduced the charge by approximately 10 percent 
to cover about one-fourth of the total order. This small company 
proved its competence in price, service, quality, and production skill. 

When about three-quarters of this subcontract had been completed, 
the prime notified the small supplier that after a certain period they 
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would produce this chromic acid anodizing process in their own 
plant. They didn’t have any chromic acid anodizing equipment when 
the subcontract was started. 

It was learned upon investigation that a Navy-financed anodizing 
facility was being installed at the prime’s plant in order to produce the 
rocket tubes. No rent for this facility was being charged the prime. 

A Hanson Van Winkle fully automatic anodizing facility was pro- 
cured and installed at a Government cost of approximately $125,000. 
At the time the subcontract was withdrawn, there were approximately 
250,000 rocket tubes remaining to be anodized by this new Bievenlaiian 
facility. 

pron 1 year after the installation was made, the small defense com- 
pany that had originally been the subcontractor was called by the 
prime contractor and requested to bid on this Government furnished 
equipment which had not been declared surplus. 

The disposal sale netted about $24,000 from a local equipment firm. 
So the original cost value of $125,000 had been reduced to $101,000 in 
just about 1 year. 

If you spread this $101,000 over the 250,000 rocket tubes, which were 
all that were ever processed on the equipment, it averages about 40 
cents per tube. 

The small company’s total price for the anodizing work averaged 
only 15 cents for each part, and there is no reason to believe that the 
prime, with inexperienced people on this kind of operation, could have 
done it as cheaply, even with the free Government equipment. 

The point of the story is simply that the incentive to get the free 
equipment came directly from the kind of subcontracting penalty in 
the Renegotiation Act. I think it takes a lot of renegotiation refunds 
to make up for this sort of $100,000 waste, and this is no isolated case. 

Members of the committee; small, independent, private capital busi- 
ness cannot compete with Government facilities. We know that some 
of these facilities and necessary and unavoidable. 

But we also know the reverse incentives created by the Renegotiation 
Act have brought about a lot of unnecessary facilities. 

I am very well familiar with the facts of the case history I just re- 
cited, because the small company involved was my own. 

Raise the exemption. Another point in the Strategic Industries 
Association policy statement on renegotiation reads : 

The continued existence of renegotiation tends further to increase net costs to 
Government by discouraging potential competitors from taking the risks of Gov- 
ernment contracting. 

Section 3 of Mr. McCulloch’s bill would tend to correct this situation 
Be gy small businesses, by increasing the statutory floor to $5 
million. 

I cannot speak to strongly in recommending your approval of this 
proposal, It would apply almost exclusively to small firms. We think 
it would provide the greatest advantage to our country because it 
would capitalize on the inventive genius and technical skills of the 
many thousands of small concerns which are willing and anxious to 
take part in the defense of our country. 

I feel there is no better way for me to stress these advantages than 
by giving another case history of one of our members of the Strategic 
Industries Association. I am particularly proud of this company. I 
should be, because again the company is my own. 
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Let me set the bac und for this by referring to testimony given 
last year before the House Small Business Committee by another 
representative of the Strategic Industries Association. That gentle- 
man made reference to the June 9, 1958, issue of Aviation Week maga- 
zine in which appeared the story of a detailed investigation into the 
crash of a Viscount transport aircraft that had resulted in the death 
of 22 persons. 

In the detective-like process of determining the cause of the crash, 
it was found that a single %,-inch flap bolt had failed. A single bolt 
failed ; 22 persons were killed. 

I refer to this story, as did the SIA witness last year, because it 
so dramatically emphasizes the problems with which those of us in 
the defense industry live every day. We are aware of the critical 
importance of the most minute part in the production of defense 
weapons, which may comprise as many as 200,000 such parts in a 
single missile or supersonic aircraft. 

We are dealing not only with minute tolerances, but with exotic 
metals, not encountered in normal commercial production. A bolt, 
for example, is not just a bolt, although it may appear to be as simple 
as any other. 

It has been the practice of the aircraft industry for a number of 
years, to protect all steel parts by electrolytic cadmium plating. 
Cadmium plating of a steel part is necessary in order to give the steel 
proper corrosion protection. This electrolytic method of depositing 
cadmium on steel has been used for a number of years, but as tech- 
nological advances were made in increasing the stress requirements, in 
order to reduce the weight problem a very serious problem developed, 
known as hydrogen embrittlement. 

Basically, without becoming too technical, this problem of hydrogen 
embrittlement is caused at the time of plating. If we all remember 
back to our high school days, we will remember that in any form of 
electrolysis, when direct current is applied to an electrolyte, hydrogen 
forms at the cathode and oxygen forms at the anode. 

In cadmium plating the steel part is always attached to the cathode, 
and when a direct current is applied, hydrogen ions physically pene- 
trate the steel part. 

Now, when two hydrogen ions, or, in this case, hydrogen atoms, com- 
bine to form a hydrogen molecule, a phenomenon happens. The two 
hydrogen atoms, having an affinity for each other, form a hydrogen 
molecule, wtih a consequent doubling in volume. 

This doubling in volume creates pressure and this pressure must, 
when it builds up to such a degree,expand. When this expansion takes 
place, stresses are built into the steel part. If this stress becomes too 
excessive the part physically cracks. This very thing may have caused 
the Viscount crash. 

Now, in the aircraft industry there have been methods of reducing 
7 aan embrittlement, but it has never been completely elim- 
na 


Our small defense company, entirely at its own nse, has pio- 
neered a technique of vacuum metallizing cadmium in heavy deposits 
on high stress steel parts, which bypasses or completely eliminates 
the cause of this hydrogen bugaboo. This company very recently 
has been granted a basic patent on eliminating hydrogen embrittle- 
ment on high stress steel parts. 
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There are any number of companies I know, as typified by the 
members of Strategic Industries Association, that are out doing this 
same sort of work at their own expense. They are solving problems 
that mean millions of dollars as well as lives. They do a lot of this 
because of their own steam. 

But that kind of steam can’t last forever, and the threats of the Re- 
negotiation Act don’t help the situation. 

Another company which did some outstanding work in titanium 
fasteners is just about quaking in its boots because it is afraid that re- 
negotiation will take away a big chunk of recent profits. The com- 
pany worked for almost 4 years with hardly any profit. In order to do 
the research. 

Now that it is getting something back on its original gamble, it 
fears getting nicked, for no other reason than that it is now back on 
a normal profit rate, which the board may or may not decide is high 
because the company existed for so long on so little. 

In brief, gentlemen, we think all the Government programs to en- 
courage small business look pretty sick when the same small com- 
panies are subjected to the special recordkeeping, the hazards, and 
uncertainties that renegotiation involves. 

Most sma]] businesses would be exempted by section 3 of Mr. Mc- 


Culloch’s bill. We think it is high time that this should be done. 


COMMERCIAL ARTICLES 


Section 4 of Mr. McCulloch’s bill would make an important change 
in the treatment of commercial type articles. It is designed to assist 
the small manufacturer of commercial type items who caters to de- 
fense needs, but cannot show 35-percent nondefense sales on each item. 

There are hundreds of small concerns which make standard items, 
competitive to products of large firms that have national distribution, 
but sold in a restricted area where defense customers, like the aircraft 
industry, represent most sales. 

We would like to see equity restored by allowing these companies 
to classify their products as commercial articles whenever they can 
show that they maintain them in stock at established prices in com- 
petition with two or more other companies which also maintain stocks 
and established price lists. 

SUMMARY 


Let me give you one more example, taken from the operation of a 
small defense business, to show you how important better incentives 
are for the good of the whole defense effort. 

Approximately 3 years ago, North American Aviation Co. developed 
and procured a patent on a new, revolutionary method of sculpturing 
skins for weight removal, for the aircraft and missile industry. This 
process goes under the trade name of Chemical-Milling. When the 
benefits of chemical milling became apparent, North American went 
to the industry of small business and asked for cooperation in develop- 
ing this process. 

Again a member of the Strategic Industries Association procured the 
are equipment to become part of the team developing chemical 
milling. 
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In the very early stages of chemical milling, the metal aluminum 
was sculptured by this new etching method. 

As the process was accepted by the aircraft industry, other customers 
were developed. 

The next metal that was chemically sculptured was magnesium. 
Now, the problems in chemically etching aluminum are multiplied by 
approximately two in regard to the metal of magnesium. As the part 
of chemical milling progressed, the next metal was titanium. Here 
the problems with the acids involved are multiplied by three. 

In the beginning, this new method of metal sculpturing was rela- 
tively limited in application to aircraft as they existed, because of 
known machine methods. Since application of chemical milling was 
only used on hardship cases, such as contoured skins, complex curves, 
and all metal removal relatively thin cuts, our first true application of 
chemical milling had yet to begin. 

Our new military aircraft will be made by entirely different methods 
than anything in the industry has seen in the past. Our new military 
aircraft will not be made of aluminum or magnesium. Our new mili- 
tary airplanes will be made of metals such as stainless steel, titanium, 
renee 41, inconel X. This is the true application of chemical milling. 

This small company’s management, feeling that it is on its toes, and 
having faith in this new metal sculpturing method, has under con- 
struction a new complete chemical milling facility. The management 
of this company feels it has foresight. It also knows it is taking some 
big risks. 

If the production programs on which this sculpturing equipment is 
intended for use are canceled or changed, it may be years before the 
investment can be justified. 

The small company, which has a net worth of $800,000, has in the 
last 6 months, obligated itself to the tune, roughly, of three-fourths 
of its net worth so that it can be ready to fulfill the requirements of 
stainless steel and other exotic metal sculpturing. 

The company feels that it can and will get the job done at no facili- 
ties cost to the American taxpayer. 

Strategic Industries has been pushing this idea for the past 4 vears, 
to get the incentives into law so that companies will take risks on 
facilities for defense work without asking taxpayers to foot the bill. 

One of the major ways to provide such incentives would be to elim- 
inate renegotiation altogether. Frankly, we think it is basically a bad 
law. We think it does away with the incentives to cut costs. It 
clearly works against the old axiom that “a penny saved is a penny 
earned,” because when a company saves the penny to increase its earn- 
ings, the extra earnings are demanded as refunds. 

Renegotiation, by concentrating on profit, hits on the very smallest 
portion of the total procurement bill to taxpayers. It discourages risk 
taking. It almost forces companies to seek free facilities from Gov- 
ernment and to ask for contracts that guarantee the reimbursement of 
all costs sustained. 

One of the big features of Mr. McCulloch’s bill, it seems to me, is 
the incentive it provides in section 3 for certain companies to seek 
low-profit forms of contracts as a means to gain exemption from the 
act. 

In summary, we would like to see renegotiation allowed to expire. 
We suspect this is too much to hope for. 
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Failing this result, we sincerely hope the amendments proposed b 
Representative McCulloch and set out in the companion bills offe 
by other members of the Small Business Committee, will be approved. 

We think that if Congress adopts these proposals, it will not only 
give vitality to the small business program, it will help the entire 
Nation to have a better, less costly defense. 

Thank you. 

Mr. Kine. The committee wishes to thank you, Mr. Jenkins, for 
a very excellent statement. 

Are there any other questions? 

Mr. Urr. I have a question. 

Mr. Kine. Mr. Utt. 

Mr. Urr. I want to compliment you on your presentation and to 
ask you with regard to these instances which you have cited, of the 
prime conductor moving into the field of the subcontractor’s work, 
to what extent has that been inspired by Government procurement 
agencies ? 

Mr. Jenxrins. Such as Government facilities? 

Mr. Yes. 

Mr. Jenkins. We have prepared quite an extensive booklet. It 
goes under the name of “The Government’s Facilities Fallacy.” It 
gives a good deal of information. It is quite extensive in our opinion. 

Mr. Urtr. The reason I ask that is that I have a small subcontractor 
in my district who has developed a honeycomb, thin-skinned metal- 
covered core, to be used in the large bombers, the ailerons and trail 
assemblies. They developed this very fine machine to make this 
honeycomb part. 

The prime contractor at the insistence of the Government procure- 
ment agency decided that they wanted to try to duplicate that ma- 
chine. They spent some $100,000 trying to develop the machine to 
make the honeycomb core. They were unable in the prime contractor’s 
plant to make a machine that would do the work. 

They asked the subcontractor if he would make them a machine 
and stated to him if he did not make a machine that would do the 
work as well that they would not approve any further contracts. 

Mr. Jenxrns. You are basically talking about a whole new sub- 
ject now, which goes under the name of proprietary rights. 

a Urr. Is that an isolated case, or does that happen quite regu- 
arly ? 

Mr. Jenxrns. I could give you literally hundreds of cases of such 
examples in our own organization. I have given you three cases of my 
own company and I have left out two. I could have actually given 
you five such cases in our own organization. 

Mr. Arcer. How long is that booklet you mentioned, “The Govern- 
ment Facilities Fallacy”? 

Mr. Jenxrns. It covers 33 pages. Half of those are pictures. So 
it is not so long. 

Mr. Acer. I would like to have that included in the record, Mr. 
Chairman. Could we have duplicates of that if he has them available 
to study them so they could help us day by day? 

Mr. Krna. Do you have duplicates, Mr. Jenkins? 

Mr. Jenxtns. I have only one copy. We are completely out of 
them, but we are having new ones made up. 
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Mr. Kine. You can have some sent to us? 

Mr. Jenxins. I certainly will. 

I also will leave copies of our little booklet, “Where We Stand.” 

Mr. Krne. Mr. Alger, suppose we subject that admission into the 
record to examination first. ; 

Thank you again, Mr. Jenkins, for a most informative presentation. 

(The information referred to follows :) 


THE GOVERNMENT'S FACILITY FALLACY 


Srratecic INDUSTRIES ASSOCIATION, 
Los Angeles, Calif. 
(By subsidizing major defense producers—providing billions of dollars worth 
of rent-free plants and equipment—the military services have provided means 
to kill off competition from privately financed independent suppliers. Once a 
wartime necessity, these facility installations continue to expand on the con- 
tention that they save money.) 


I, SUMMARY OF CONCLUSIONS 


The conclusions of this report are here presented in summary form for ready 
reference. Details and background data are provided in subsequent sections. 

1. The privately financed independent defense supporting industry is com- 
prised of 15,000 to 20,000 smaller firms highly skilled in special phases of 
defense production and constituting a militarily important reserve of know-how, 
without which maximum technological advance is not possible and future 
emergency expansion could not be achieved. 

2. Government-owned plants, machines, equipment, and office furniture, repre- 
senting a total investment of approximately $10 billion, constitute up to 80 percent 
of the facilities of major defense firms. 

3. These industry-controlled Government facilities, operated rent-free by major 
firms, were essential to provide sufficient capacity for production during World 
War II and Korea. 

4. Additional Government-owned facilities installations often compete directly 
with privately financed facilities in the independent defense supporting industry. 
Such facilities, particularly those of an “auxiliary” nature, have often been 
installed with tenuous justification. 

5. Government-created incentives tend to invite expansion and misuse of 
Government-owned facilities with destructive competitive effect on independent 
industry. 

6. The weapon systems approach to procurement, regarded as basically sound 
to fix responsibility for weapons performance, also operates to invest major 
companies with life-or-death power over supply firms and without safeguards 
to assure against capricious misuse. 

7. 1967 cancellations and cutbacks, aiming at a 5 percent reduction in total 
defense spending, have resulted in cuts ranging from 20 to 80 percent for many 
supplier firms, heavy subcontract cancellations, and the use of Government-owned 
facilities to enter direct competition with former suppliers. Work has been 
transferred to Government-owned facilities on the unsupported assertion that 
it would be more economical, but without comparative tabulation of actual costs. 

8. Hundreds of firms in the defense supporting industry have sold out to large 
companies, gone bankrupt, or abandoned defense production skills to seek survival 
in commercial activity. 

9. Today’s weapons technology requires 100 percent know-how; future de- 
mands for emergency expansion cannot be met through “conversion” of normal 
peacetime producers. Hence, destruction of the experienced supporting industry 
would narrow the mobilization base to a relative handful of larger firms. 

10. Since all weapons are the combined result of many skills, any narrowing 
of the production base or the know-how base is a serious military risk. 

11. Reduction and control of Government-facilities expansion will result in 
direct savings to provide more funds for end item procurement. 

12. Limitations on the competitive use of industry-operated Government- owned 
facilities are essential to preserve an unsubsidized competitive opportunity for 
the privately financed supporting industry to survive. 
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SUPPORTING INDUSTRY EXPANDS MORE RAPIDLY 
IN EMERGENCIES --- 


AIRCRAFT PRIMES EMPLOYMENT GROWTH IN ONE YEAR 


EACH FIGURE REPRESENTS 25% OF DECEMBER, 1941 EMPLOYMENT 


SOURCE: BUREAU OF LABOR STATISTICS. U.S. DEPT OF LABOR 


13. Defense Department directives are required to establish improved control 
over use of Government-owned facilities and can assure an important reserve 
of production capacity for future emergency expansion. 

14. Congressional action is required to permit collection of rentals for Govern- 
ment-owned facilities by the cognizant services, changing the present system 
which remits all rentals to the general fund of the Treasury. 

15. Congressional action is required to amend the Renegotiation Act so as to 
remove present penalties imposed on subcontracting. (The clarification of regu- 
lations recommended by the President’s Committee and issued by the Board was 
insufficient to remedy this situation.) 

Detailed recommendations for action appear at the end of section V. 


II. SKILLS IN JEOPARDY—DEFENSE INDUSTRY, 1957 


The type of defense industry needed in 1957 has little in common with the 
industry of World War II. War-winning capacity in 1944 was made up of about 
1 percent initial know-how and 99 percent conversion. 

Today’s weapons are so complex, that they require almost 100 percent know- 
how and zero conversion. 

The production of a missile which will travel at 5,000 miles per hour and 
which can carry—as already demonstrated—destructive power equal to all the 
bombs dropped by all the allied aircraft during the entire war in Europe, calls 
for infinitely complex techniques. Almost none of these techniques have anything 
in common with civilian or commercial uses. 

A small firm which specializes in fabricating missile parts, regularly holds to 
tolerances set at two-millionths of 1 inch. This is a hundred times closer than 
the finest precision required in any part of a modern automobile. 

A metal finishing firm serving the aircraft and missile industry maintains and 
follows a file of military specifications more voluminous than the largest ency- 
clopedia now published. 

So seemingly simple a task as wrapping a package has, for military components 
become a highly specialized subindustry, bound by rigid quality controls, intri- 
cate specifications and technical refinements essential to assure safe delivery of 
items often worth many times their weight in gold. 


AGE OF SPECIALISTS 


As performance and complexity of weapons has increased, so has the complexity 
of the industry needed to produce these weapons. The Wright brothers fabri- 
cated their entire airplane from raw materials to finished craft. The modern 
prime contractor is a designer, coordinator and major assembler of a final 
Weapons system which has had its beginnings in a many-tiered structure of sup- 
ply. Serving the prime are the subsystems manufacturers, subassemblers, parts 
fabricators, control instrument makers, metal finishers, processors, forging and 
casting suppliers, warehouses and raw materials producers. Each, by specializ- 
ing in a separate phase of the total work, joins with the others to make possible 
end items in which more top skills have been combined than in any other way 
possible. 
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Between 15,000 and 20,000 smaller firms are specialists in the detailed require- 
ments of some phase of defense production. 

An important characteristic of this defense-supporting industry is that it is 
almost 100 percent privately financed. Its buildings and tools involve virtually 
no Government investment. 

Also important are the basic economies involved (1) through the competitive 
nature of operations in which nearly all work is done on fixed price as the result 
of award to a low bidder; and (2) because of the volume savings which arise 
when a single specialist serves a number of end users. 


SKILLS IN JEOPARDY 


Because the supporting industry is a supplier operation it does not function on 
the long-range orders and large backlogs customary for the major prime con- 
tractors. A featured character is the speed with which these firms can be ad- 
vised of a performance requirement, develop a production design, put items in 
work and deliver finished components on a near overnight basis—often before 
the formal paperwork covering a purchase is in their hands. 

This low-overhead flexibility, howover, also involves a drawback. When 
prime contract orders are held up and when known requirements are not sched- 
uled out, the supplier firms are thrown into a day-to-day existence. Efforts to 
plan for efficiency in employment levels, capital needs, etc., can go into a tailspin. 

Similar chaotic-conditions arise when prime purchasers terminate orders, pull 
work back into major plants (sometimes after the smaller firm has pioneered 
production techniques). And disaster may be threatened if termination settle 
ments are slow in completion or are held up for trival “i”-dotting or “t’’-crossing 
often encountered in the voluminous shuffling of paperwork. 

Most particularly vulnerable in time of termination are the supplier firms 
who find themselves in a sub position to another sub, or sub-contractor. Delays 
in settlement of as much as 2 years can occur when each successive tier of pro- 
duction must submit its claims on up the line for checking, audit and approval 
until a final blessing is given by the military service at the top of the pile. 


THE CUTBACKS OF 1957 


The 1957 reductions in defense procurement were aimed at a total spending 
level only 5 percent below the levels of 1956. Concurrent with the reductions 
was an indication that types of production would shift more-and-more from 
manned aircraft to missiles. In April 1957, Strategic Industries Association 
advised its members of the impending shifts and the anal cuts and many 
supplier firms prepared themselves accordingly. 

What happened was not exacly as forecast. 

With the first major contract terminations and stretchouts, many of the major 
firms endeavored to fill the gaps in their own plants by taking over the work 
formerly handled by suppliers. 

Then the major firms became direct competitors of their former suppliers. The 
estimating department of one large firm in the Los Angeles area was reported to 
be preparing between 400 and 500 subcontract bids per week. The type of work 
sought by various departments of this company (which had held few contracts 
per An $5 million level) ranged down to bids for laboratory services at as low 
as $2,000. 

Two holders of subcontracts for a commercial airplane were both canceled out 
and found that they had been underbid by an Eastern aircraft manufacturer 
which would do the work on its own equipment, but in a Government-financed 
building on Government-owned land. 

Subsidiaries of prime contractors canceled out subcontracts with established 
suppliers and transferred the work to the Government-equipped shops of the 
parent firms—regardless of the records of efficiency and quality of the former 
sources of supply. 

Within a few months, thousands of supplier firms found their workloads cut 
from 25 to 50 to 80 percent. A typical company holding an order for delivery of 
100 items by November 1, received a stretchout change order in early October. 
The new schedule called for a 40 percent cancellation, 30 percent to be delivered 
between May and December 1958, and the remaining 40 percent to be scheduled 
out over 1959. 
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HOW INCREASE COSTS 
OF MILITARY PROCUREMENT --- 


LOSS OF MILLORDER FIXED COSTS OF LAND PAPER WORK MULTIPLIES - 
QUANTITY DISCOUNTS AND PLANT MUST BE CHANGE ORDERS, INCREASED 
RAISES MATERIAL COST CARRIED BY SMALLER HANDLING, MORE SHIPPERS, 

NUMBER OF PARTS. MORE INDIVIDUAL GILLS TO 
PROCESS 


SCHEDULING THE SAME QUANTITIES OVER LONGER TIME NECESSITATES 
SHORTER INDIVIDUAL RUNS. LABOR OF EXTRA MACHINE SET-UPS ADDS 
HEAVILY. TO UNIT PRODUCTION COSTS. 


The dribble of bid invitations which continued to seep through now called for 
quotes on 3 of a kind, 6 of another item, 4 of another—and were coupled with 
urgent requests that the prices on these quantities be lowered from the prices 
which had formerly applied on lots of 100 or 500. 

A 250-employee firm in the electronics field saw its new business drop to 25 
percent of spring levels and was forced to sell out to a larger organization. An 
engineering-development firm specializing in “‘what-nobody-else-can-make”’ first 
reduced its skilled work force, then let go key employees to operate on a skeleton 
crew. The company still had open doors, but few wheels were turning. 

The prospect that as many as 1,000 of these supporting industry companies 
would close their doors or be forced to sell out to larger firms during 1957 was | 
envisioned by Strategic Industries Association in mid-October. Adding to the 
problems of lost business and rescheduling created by prime terminations and | 
stretchouts had been the announcement that Treasury Department payments | 
to prime contractors would fall short of estimated billings by as much as $1 to | 
$1.5 billion by January 1, 1958. 


THE DOLLAR SHORTAGE 


Firms such as Beech Aircraft announced to suppliers that they would no 
longer discount bills, but would pay on a 60-day basis commencing November 1 
and continuing (they expected) until July 1958. Other large companies were 
already slowing down on payments to suppliers and subcontractors. These 
circumstances—coming on top of the tight-money market—supported the belief 
that many hundreds of firms could not survive the immediate months ahead. 

With heavily reduced backlogs, with dollars short, and with many large com- 
panies using their Government-owned facilities to enter direct competition with 
former suppliers, the supporting industry entered the last quarter of 1957 with 
severe doubts about its ability to maintain the vital skills it had built up over a 
15-year period. Once lost, these skills would be difficult to regain. 


PROCUREMENT VERSUS MOBILIZATION 


Evident from the chaotic conditions was a need for improved coordination of 
current procurement with mobilization planning. Obvious to many defense and 
industry leaders was the fact that our industry reserve for tomorrow’s emer- 
gencies depends on what we buy today, how we buy it, and what facilities are 
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used for its production. Stretchouts, stop-and-go buying, and inadequate plan- 


ning in terms of supporting skills carry the risks of higher unit costs, less defense 
per dollar, and the serious risk of losing productive capacity of experienced 


defense specialists. 

In the view of many, economical long-range planning includes a major require- 
ment for better evaluation of the role of Government-owned facilities in the hands 
of major industry. 

As much as 80 percent of the plant and machinery of many major defense 
producers is owned by the Government and operated rent-free by its users. This 
Government-owned facility investment, representing close to $10 billion for all 
industry was considered a national reserve—essential for emergencies—but haz- 


ardous if its misuse in times of reduced procurement becomes destructive of 
private initiative in the supporting industry—the broad base of know-how on 


which America must equally depend, 
AIRCRAFT PROFITS ARE TRADITIONALLY LOW --- 


(PERCENT ON SALES AFTER TAXES) 


TOTAL MANUFACTURING 


AIRCRAFT & PARTS 


1942 1946 1960 1953 


EXTENSIVE FEDERAL FINANCING WAS NEEDED 
TO PROVIDE PLANT FACILITIES FOR WORLD WAR I 


TYPICAL DEFENSE PRIVA’ FEDERALLY 
PRODUCERS FINANCED | FINANCED 


BELL AIRCRAFT 


BOEING AIRPLANE OC: 

CONSOLIDATED 2000 
FAIRCHILD 

LOCKHEED 

GLENN L. MARTIN O04 

NORTH AMERICAN 800 

STUDEBAKER CORP. 80001 


EACH DISC REPRESENTS $10 MILLION WORTH OF FACILITIES EXPANSION 


SOURCE: AVIATION FACTS & FIGURES, 1953 
2 See appendix A-1. 
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III. History oF INDUSTRY OPERATED GOVERNMENT FACILITIES 
FROM 1937 TO KOREA 


Extensive Federal financing of industry operated defense production facilities 
traces from the beginning of World War II and is largely associated with the air- 
craft and missile industry. 

It would have been impossible to achieve World War II production levels with- 
out Government facility investment. The aircraft industry—comprised in 1937 
of 126 companies making airframes, engines, propellers and components—had a 
total employment in that year of only 24,000 people—an average of less than 200 
people in each company. Almost all the firms, taken individually, would have 
fallen within the present Government definitions of small business. 

In June 1940 when President Roosevelt issued his call for 50,000 airplanes, he 
was asking for twice as many military aircraft as this country had produced in 
the 30-year history of military aviation. The entire output in 1939—which 
included rush orders from France and England—had been only 2,195 military 
planes and the industry had been operating at capacity. 

To reach the peak production rates of 1944, some $3 billion worth of facilities 
were to be needed, but the combined assets of the 12 leading airframe companies 
at the end of 1939 were less than $132 million, their net worth under $70 million. 

It was obvious that the infant aircraft industry could not finance its expansion 
for war needs. In terms of maintaining the industry, an effort at self-financing 
of emergency facilities would have been suicidal. The entire profits from war 
production would have paid only a little more than half the bill for the facilities 
required. And, at the close of the war, sales of the industry plummeted from 
their 1944 peak of $18 billion to a mere 2 percent of that level in 1946. Many 
of the giant plants became empty shells as the industry shrank to normal peace 
time levels. 

Also to be remembered is that the aircraft industry was under heavy profit 
restriction and has always so operated in its military sales program. The 12 
major airframe companies netted only 2.2 percent per dollar of sales in 1942, 
1.4 percent in 1943, 1 percent in 1944, and 1.7 percent in 1945. These figures are 
substantially less than half of the average for all manufacturing in the same 
years. The aircraft industry, as a whole, operated at a net loss of approximately 
$130 million both in 1946 and 1947. Its earnings for the 2 years 1948 and 1949 
came to $109 million—not enough to offset half the losses of the 2 prior years. 

At the beginning of 1950, the combined cash of the 12 major airframe com- 
panies was about $110 million ; privately owned plant valuation was about $70 mil- 
lion. But the great factories and the machine equipment provided by the Gov- 
ernment during World War II were an important reserve with which the industry 
could rise to meet the new emergency of Korea. - 


THE KOREAN PERIOD 


The Korean war started as what President Truman termed a police action. 
How long it would last, how heavy would be its casualties, whether it would 
become a third world war, could not be foreseen. 

Once again the defense industry was called upon to expand its output. The 
jet plane, which had barely seen action in World War II, was now the major item 
of production. In both bombers and fighters it was a larger craft than its 
predecessors. It required special handling. And again Federal financing of 
additional facilities was needed. Another $3 billion worth was provided—some 
$2.3 billion for aircraft facilities and the balance into missiles, electronics, etc. 

Following along with the reexpansion of the giant assembly firms, thousands 
of smaller companies—the supporting industry which had gained valuable de- 
_— production know-how during World War II—responded with expansion 
of its own. 

For the supporting industry, however, the expansion was not federally financed. 
The signs were there for all who could read that our country was in for a long 
period when it could not afford to let its defenses down. 
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DURING KOREA --- 


THE SUPPORTING INDUSTRY INVESTED MORE 
OF ITS OWN MONEY THAN THE AIRFRAME 


MANUFACTURERS: 
(MILLIONS OF DOLLARS) 


SUPPORTING 
INDUSTRY ...--.. $ 400" 


§ 145 ... AIRFRAME 
PRIMES 


$206 


$144 


"NOTE: BOTTOM PORTION OF STACK REPRESENTS EXPANSION COVERED 
BY CERTIFICATES OF NECESSITY FOR RAPID TAX AMORTIZATION. A 
SUBCONTRACTOR COULD NOT GET A CEATIFICATE WITHOUT PRIME 
CONTRACTOR CONCURRENCE. PROBABLY LESS THANHALF OF THE 
SUPPORTING INDUSTRY INVESTMENT WAS COVERED BY CERTIFICATES 
FOR TAX WRITE-OFF —VS. 99% OR MORE FOR LARGE PRIMES 


SOURCE OF TAX CERTIFICATE DATA: AVIATION FACTS @ FIGURES-1953 


ENTRY OF PRIVATE RISK CAPITAL 


With the hot war in Korea and with the pressures of the cold war throughout 
the rest of the world—the constant threat of potential enemy aggression—it was 
clear the Nation would have to commit itself to a continuing high level of defense 
production expenditure. Private capital recognized that investment in facilities 
entirely for specialized defense production could warrant long-range commitment. 

In the years 1950 through 1953, the aircraft parts and components producers— 
the supporting industry—invested some $206.7 million in plants and equipment 
covered by certificates of necessity and probably an equal amount in smaller 
facilities for which tax amortization assistance was not sought. This invest- 
ment exceeded the $144 million investment of the prime airframe industry, 
although it was, of course, only a fraction of the value of facilities furnished by 
the Government to the prime aircraft producers. 


40698—59——_ 23 


from = 
Many 
peace 

profit 
he 12 = — 
1942, 
are = 

same 
1ately >= 
| 1949 SS | | 
years. 

com- S 
mil- 

Gov- 
ustry 
ction. 
vould 

The 
= 
n its 
ig of 
gome 
ete. 
sands 
e de- 
nsion 
nced. 

long 


348 EXTENSION OF THE RENEGOTIATION ACT 


HOW GOVERNMENT FINANCES COMPETITION 
AGAINST INDEPENDENT SUBCONTRACTORS- 


MAJOR ASSEMBLY PLANT NORMALLY —-—s 
BUYS WIDE VARIETY OF COMPONENTS, * 
PROCESSES, MACHINE WORK, ETC. 


FROM HIGH SKILL SPECIALISTS IN 
SUPPORTING INDUSTRY. 


GOVERNMENT FINANCED ADDITIONS 
ARE PROVIDED RENT-FREE ON CONTENTION THAT 
“SUPPLIER CAPACITY IS INSUFFICIENT FOR EMERGENCY 
NEEDS” OR “SUBCONTRACTING IS IMPRACTICAL” --OR 
SOME OTHER JUSTIFICATION. 


DURING “STRETCH-OUTS” OR "CUTBACKS” THE GOVERN- 
OWNED FACILITIES NOT ONLY DO THE WORK FORMERLY 
BOUGHT OUTSIDE, BUT ARE TURNED LOOSE TO SEEK 


SUBCONTRACTS FROM OTHER PRIMES —- COMPETING 
DIRECTLY WITH FORMER SUPPLIERS. ac | 


|.) 


SITUATION IN 1957 


™ 


During the years 1954 through 1956 there was a reduction in the rate at which 
rent-free facilities were provided to the larger companies, although a significant 
amount of Government financing continued. Exact data on the dollars spent by 
the Government for facilities at various large companies has not been published, 
perhaps for security reasons. 

What is known is that many of these new facilities are of an auxiliary nature 
and that they have frequently duplicated, in whole or part, facilities already 
provided by the private investment of the supporting industry. 


QUESTIONABLE JUSTIFICATION 


It is the belief of many that these auxiliary and duplicating facilities added 
to major assembly plants have often been tenuously justified * * * that they 
have frequently been provided without any check of what private capital had 
already provided or was willing to provide. In brief, the Government-furnished 
facilities program which was once a means to meet extreme emergency has 
become a matter-of-fact procedure, casually accepted as a presumptive right. 

On December 16, 1954, Hon. Roger Lewis, then Assistant Secretary of the 
Air Force (Materiel), wrote: 
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GOVERNMENT FURNISHED FACILITIES 
ARE COMPREHENSIVE --BUT SELDOM 
UNIQUE. WHAT THEY INCLUDE: 


BORING MACHINES- 


PRESSES, ETC. 
ne 


LATHES-MILLS- 


PROCESSING 
EQUIPMENT 


TYPEWRITERS 


OFFICE 


TRUCKS 


CAFETERIA 
EQUIP 


PLUS A RELATIVELY SMALL 
ANOUNT OF SPECIAL EQUIP- 
MENT - MOST OF WHICH CAN 
ALSO BE FOUND IN PRIVATELY 
REF: AFPI-13-2406.1 OWNED SUPPLIER FIRMS. 


“It is our policy not to provide additional Government-owned facilities or 
other Government assistance when existing production capacity is available 
in the industry.’ 

But a few months later a lengthy revision of the Air Force procurement instruc- 
tion gave detailed explanation of the procedures for justifying facilities requests. 
(Refer to AFPI 13-2400, et seq.) 


COMPETITION WITH SUPPORTING INDUSTRY 


Apparently the justifications have succeeded in many instances. There are 
hundreds of independent firms qualified and skilled in meeting military specifi- 
cations for metal finishing, yet, the Air Force advised in 1954 that 1,595 items 
of plating equipment with a total value of $6,697,442 had been supplied to 68 
prime contractors throughout the United States. 


1 Also see appendix B-1. 
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Most recently, as one example, a series of Chem-Milling installations have been 
Government-financed at various large plants. Chem-Milling, a form of con- 
trolled metal etching, is a patented process first developed at North American 
Aviation and licensed to Turco Products, a producer of the chemicals used. 
This relatively new process gives great promise because it permits significant 
weight reduction on preformed parts of complicated shape. Also, it permits the 
controlled removal of metal on parts made of forgings and castings without the 
customary stresses that may cause ruin in machining operations. 

Supersonic aircraft and missiles would obviously require increasing use of 
Chem-Milling. A number of independent firms risked capital totaling several 
millions of dollars to provide Chem-Mill installations and serve the needs of the 
defense industry. But in spite of the existence of these privately owned facilities 
around the country—and in spite of the announced military intention to take a 
long, hard look at new facilities requests, the services are understood to have 
financed new Chem-Milling installations at the Martin Co., Denver, at Northrop 
Aircraft, Inglewood, and (perhaps not yet approved) at McDonnell Aircraft, 
St. Louis. These approvals have occurred at a time when the existing private 
facilities were operating at about 40 percent capacity, or less—and no independent 
firm is known to have been asked whether it could fill the demand. 


MOST GOVERNMENT FACILITIES NOT UNIQUE 


Although a portion of Government-financed facilities are highly unique in 
character—particularly the specialized test facilities required for missiles and 
nuclear devices—the great majority of Government funds are tied up in types 
of equipment and machinery commonly found in privately owned facilities 
throughout the country. 

The publication “Real and Personal Property of the Department of Defense” 
reflects a total of $5.35 billion worth of productive equipment (excluding land 
and buildings) owned as of December 31, 1956. This includes $3 billion in 
metalworking machinery. Two billion nine hundred million dollars of this is 
within the continental United States and consists of such items as: 


Million 


Some of the lathes, presses, and mills are undoybtedly large-capacity machines 
of relatively high cost. However, machines of similar size and capacity are most 
always to be found in the hands of privately financed firms. Many independent 
defense companies, in fact, owe their existence to the development of highly 
specialized large machinery useful exclusively for defense. The relatively new 
field of taper and skin milling, for example, has brought growth to a number 
of specialist firms which have built oversized routers, planers, and duplicating 
equipment to meet the demand for sculptured structural shapes created by 
advances in supersonic design. A number of these independent firms now believe 
it is only a matter of time before the Government will underwrite machinery 
of similar size and design to be furnished rent-free to their present customers. 

(Note.—As this material was being readied for publication, a number of large 
Government-furnished skin mills were waiting to be uncrated at the Martin Co. 
in Denver.) 

RENT-FREE OFFICE EQUIPMENT 


Many more millions of Government dollars are tied up in desks, chairs, type- 
writers, hatracks and the like—all furnished under emergency facilities con- 
tracts, rent-free to the large firms which have been beneficiaries of this program. 
Data on the extent of this office equipment has not been available in compiling 
this report, but may be secured from the General Services Administration for a 
check on the volume in recent years. Holders of facilities contracts calling for 
office equipment have been required to obtain it through GSA. (AFPI-13-2406.1 
lists types of equipment which Government will fund.) 
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NO PROVISIONS FOR DISPOSAL 


Although the provision of Government-financed, rent-free facilities is well 
covered in the negotiation of new prime contracts, arrangements for discon- 
tinuance of use at the end of such contracts is less clear. 

Authorizations to continue the use of emergency facilities—using them to 
handle work pulled back from subcontractors or to compete for subcontracts 
against the privately owned facilities of established subcontractors—appear to be 
standard procedure and encouraged by military authorities. 

These military authorities, once having funded the so-called emergency facil- 
ities, appear to have the bull of ownership by the tail. They appear fearful of 
criticism for mothballing facilities or carrying them in reserve against future 
emergencies. Instead, there is a direct effort to obtain maximum utilization. 


WHAT EFFECTS ON MILITARY SECURITY? 


If maximum utilization of existing Government-owned facilities is to be basic 
Government policy—and if this is to operate to the exclusion of privately financed 
facilities in the supporting industry (except for occasional overflow orders )—a 
serious question arises as to the Nation’s capacity to meet a future emergency. 

Thus, the problem of what to do with Government-owned facilities is not a 
mere matter of equity, it is a question of danger to the mobilization capacity of 
the Nation. 

That the problem will become increasingly severe is indicated by the predic- 
tion of Maj. Gen. David A. Baker made when he was chief of the Air Materiel 
Command. Early in 1957 he warned that a probable 40 million feet of aircraft 
production facilities would become surplus to need by 1960—virtually two-thirds 
of the total present capacity in major airframe plants—as much as 80 percent 
of it Government-owned. 

Meanwhile, new Government-owned facilities for missile production were being 
built and more would follow. The high-bay assembly facilities of aircraft plants 
were not suited to missile production, military experts indicated. Whether it 
would be less costly to install drop ceilings in existing buildings than to erect 
new ones had not been commented upon. 


IV. INcentTIVES TowarD MISUSE OF GOVERNMENT FACILITIES 


Impulse to place sole blame on major defense producers for the present destruc- 
tive effect of Government-owned facilities operation is shortsighted. Back of 
the effects are eauses—basic incentives in laws and regulations—which need 
probing study if corrective measures are to be taken. 


CONTRACT PRICING PROCEDURES 


A general rule-of-thumb formula used by contracting officers is known as the 
two-eight-six formula. This means 2 percent on subcontracting, 8 percent on 
inplant work, not more than 6 percent profit overall. In purchasing such complex 
items as supersonic aircraft and missiles, where the fluid state of combined 
development and production makes advanced fixed prices impossible to compute, 
the negotiating process involves the best possible estimation of costs; then the 
contractor is allowed profits approximating the percentages in the formula. 

This formula is likely to be applied at initial pricing of a fixed-price contract, 
or to set a fee on a cost-reimbursable type of agreement, or in a redetermination 
Whenever used it places an obvious premium on inplant work. The incentive 
for the prime is to get the maximum amount of rent-free Government plant and 
equipment in order to avoid as much subcontracting as possible. 


OVERHEAD LIMITATIONS 


On items like a ballistic missile or an intercontinental bomber, the develop- 
ment cost can well exceed the entire resources of a competent contractor. Direct 
competition on a fixed-price basis being impossible, competition exists principally 
in the area of comparing past accomplishments and relative efficiency. 

To the military contracting officer a major measure of efficiency is the overhead 
rate. The simple test: does company A spend less overhead dollars in relation 
to its direct labor expense than does company B? The constant pressure on all 
prime contractors is to show the lowest possible overhead rates. 
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WHY PRIMES RESIST MILITARY "URGING" TO 
MAINTAIN SUBCONTRACT STRUCTURE —-- 


I. Contract Pricing 


PROFIT ALLOWED 8% PROFIT ALLOWED ON 


° SAME AMOUNT OF 
ON SUBCONTRACT 2% = WORK “IN-PLANT" 


ir. Overhead Limitations 


ComPany A Company B 
SUBCONTRACT EXR $ 000 §$ 2,250,000 
DIRECT LABOR 5,000,000 2,500,000 
OVERHEAD 5,000,000 5,000,000 
OVERHEAD RATIO 100% 200% 


In negotiation for a future contract, 
Company A would have preference over B 
because of the better appearance of its 
Overhead Ratio ---and because the merit of 
direct labor is never subject to question. 


NOTE: THE COMPARISON ILLUSTRATED COULD NOT ACTUALLY BE MADE (ON 
IDENTICAL ITEMS) - BUT THE PRINCIPLE OF COMPARING “EFFICIENCY” 
BY COMPARING OVERHEAD RATES IS STANDARD PRACTICE. 
See Appenvix C-1 


Again, the incentive for the prime is to get the maximum amount of rent-free 
Government plant and equipment in order to avoid as much subcontracting as 
possible. 

RENEGOTIATION 


In the Boeing Aircraft renegotiation decision of 1955—where a $10 million 
refund from the company was ordered—note was made of the fact that Boeing 
had made use of extensive subcontracting. It was clearly implied that this 
practice entitled Boeing to retain a lesser profit. 

Recognizing this problem in April 1956, several members of the House Small 
Business Committee introduced an amendment to the Renegotiation Act to pro- 
vide incentive rewards which would encourage subcontracting with small busi- 
ness through proportionately higher profit allowances. 

Although the Ways and Means Committee of the House did not accept this 
proposed amendment, the President’s Cabinet Committee on Small Business 
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later made a somewhat similar recommendation with the result that the Rene- 
gotiation Board issued a clarifying amendment to its regulations: 

“In other words, although a contractor who subcontracts work may not rea- 
sonably expect to be allowed as large a profit thereon as if it had done the work 
itself, subcontracting of the kind described in this paragraph, especially the 
extent to which subcontracts are placed with small business concerns, is given 
favorable consideration in determining excess profits.” 

To many observers the effect of this clarification was to make clear that the 
penalty for subcontracting with small business might be slightly less than for 
other types of subcontracting, but there would still be a penalty. Considera- 
tion for the fact that many types of work may be performed more cheaply—and 
at less total cost to the Government—through subcontracting is ignored. 

In this connection, it is difficult for the independent defense firm to under- 
stand where there is greater virtue (and hence higher profit reward) in the use 
of machines and plants belonging to the Government than to have secured the 
advantage of competitive subcontract bidding from skilled supplier firms. 

So again, the incentive for the prime is to avoid subcontracting. With the 
low-profit margins allowed in the industry, the urging of the Small Business 
Administration, the Congress, and military small business specialists to ac- 
complish maximum subcontracting is hard for the big primes to hear. The 
rules penalize it. 

DOLLAR PENALTY ON MILITARY SERVICES 


In seeking maximum utilization of Government-owned facilities, the services 
are mindful that the cost of maintaining equipment is now buried in the contract 
price of articles purchased from equipment operators. To the extent that Govern- 
ment-owned equipment is mothballed against a future emergency, maintenance 
costs would be reflected on military service accounts and, in theory, would reduce 
the funds available for weapons procurement. 

Conversely, facilities furnished rent-free are regarded as operating to reduce 
the net cost of end items—since the contractor does not enter the cost of rent 
or depreciation in computing the price. Rents now collected for Government 
facilities (about 10 percent are on a rental basis, mostly to subcontractors) are 
not paid back to the cognizant service, but go into the general fund of the U.S. 
Treasury. Thus, any presumed increase in dollar cost of end items could not be 
offset by collection of rents and military service budgets would show an unfair 
inflation. 

Overlooked in this reasoning is the fact that availability of rent-free facilities 
invites loose control] in their use. Also overlooked is that a very great portion of 
the work done on such equipment is removed from competition . . . that is, there 
is no opportunity for privately-owned facilities to enter competitive bids and thus 
to assure that end costs will be kept to absolute minimum. 

Numerous skilled independent firms—smaller companies operating on low 
overhead with close cost control between front office and shop—are ready and 
anxious to quote on major portions of fabrication processing and subassembly 
work now arbitrarily assigned to Government machinery. They have shown 
lower net cost in the past. 

But unless rent is charged for Government-owned facilities—so that users must 
operate with the normal commercial incentive to choose the lowest net cost meth- 
ods of production—Government machinery will continue to be used, efficiently 
or otherwise. That the services will resist a rental basis for the majority of 
the facilities they control is certain unless legislation is passed enabling each 
service to. collect its rents as an offset against its budgeted expenses. 


IMPRESSED WITH BIGNESS 


The reputation of big business as an achiever of economy has grown to axio- 
matic acceptance since Henry Ford first demonstrated the cost savings of a mass 
production line. Staff members of congressional committees concerned with mili- 
tary procurement have frequently commented on the extent to which procure- 
ment men in the military services show themseves to be impressed with big- 
ness. There appears to be a predisposition on the part of many of these mili- 
tary buyers to assume that big firms can automatically produce better and 
cheaper. 

Absent is the premise for the economies achieved by Ford and other large com- 
mercial operations—volume production. Intercontinental missiles and super air- 
craft are not volume items in the mass production sense. The big company 
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attempting to handle every detail of such complex production finds itself trying 
to coordinate thousands of different skills, overhead personnel burdens become 
topheavy, lines of communication from top management to shop are often length- 
ened to the danger point. 

By contrast, the shoe of mass production economy may have a better fit on the 
smaller specialist firm described in section II of this report. Serving a number 
of different prime customers for instrumentation, hydraulic assemblies, metal 
finishing, or any of the thousands of specialized fields embraced by the industry, 
the supplier firm normally has opportunity to realize volume production economy, 
Tt can build far greater know-how in its particular field than can be achieved if 
its type of operation is broken up into little departments of the primes it serves. 

The extent to which military procurement people overlook this aspect of sup- 
porting industry economy is indicated in the list of justifications given by the 
Air Force in support of furnishing the $6,697,442 worth of plating equipment to 
68 prime contractors as mentioned on page 17. 


AIR FORCE JUSTIFICATION FOR NOT SUBCONTRACTING 


1. Better quality control. 

2. Lower quality control costs. 

3. Enables contractors to engage im research and development on their own 
specific problems on Air Force plating work. 

4. Eliminates detail and paper work. Reduces administrative overhead. 

5. Saves transportation costs. 

6. Eliminates shortages and delays. 

7. Enables processing of large and bulk parts more readily. Subcontracting 
capacity for such large parts as B—52 80-foot spare is either not available or not 
available in a near enough geographical area. 

8. Allows more flexible production scheduling. 

9. Airframe production requires a minimum of 24 hours elapsed time between 
finishing and metal bonding. This would obviously preclude use of a subcon- 
tractor on such work. 

10. Avoids delay caused by strike in subcontractor’s plant, transportation 
strikes, ete. 

11. Minimizes parts rework. 


12. Many contractors report that plating work is most difficult to subcontract 
satisfactorily. 


WHAT WORK COULD BE SUBCONTRACTED? 


From so imposing an array of justifications for not subcontracting plating 
work, it is difficult to think how use of the privately owned facilities of inde- 
pendent subcontractors could avoid being ruled out not only for plating but for 
any other type of work imaginable. Obviously, all types of subcontracting 
involve some amount of paper work (justification No. 4) and some amount of 
transportation (justification No. 5). 

All subcontractors may be deemed equally subject to the hazards of strikes 
(justification No. 10) although the incidence of strikes in independent business is 
so small as to be hardly measurable. 

The Air Force has gone further, however, and in the same statement it says 
that the installation of equipment at prime organizations also helps to avoid 
such delays and interruptions as follows: 

(a) Parts must be routed to a hold area. 

(b) Production control paper work prepared. 

(c) Purchasing documents accomplished. 

(d) Obtain bids. 

(e) Prepare shipping documents. 

(f) Package parts and ship to subcontractors. 

(g) Followup and expedite by purchasing department. 

(h) Parts return shipment must be received and inspected. 

(i) Parts must be routed back into plant channels. 

(j) Line shortages may result. 

(k) Delays in scheduling eceur. 

(l) More difficult to coordinate engineering changes when plating is done by 
outside organizations. 
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A CASE HISTORY 


Picking one out of many case histories serves to show the doubtful validity 
of these readymade justifications. The Norris-Thermador Co. held a prime 
contract to produce approximately 1,500,000 airborne rockets for the Navy. Each 
rocket casing required an anodizing operation, Within a Smile radius of Norris- 
Thermador at least a dozen privately financed metal finishing firms were anxious 
to compete for the work , The successful subcontract bidder arranged for 24-hour 
pickup and delivery service, bid an initial price of 17 cents per unit, Maintained 
a 100-percent record of handling all work on schedule. ’ 

In spite of this successful subcontracting, a Navy-owned metal-finishing facil- 
ity was installed at the prime plant. By the time the installation was complete, 
the subcontractor had finished the first 1,100,000 units (73 percent of the total) 
and had effected a more economical system of handling so as to make a volun- 
tary price reduction to 15 cents per unit retroactive for all the units processed. 

The Government-owned facility was used to finish the 27 percent balance of 
the contract. Cost data is not available, but in view of a necessary learning 
curve for a new crew, it is probable that actual cost was as high or higher than 
the subcontract cost. 

At the end of the rocket contract there was no further use for the Government 
facility. It had cost approximately $100,000. It was disposed of at auction 
in the fall of 1957 and returned $15,000 to the Government, less the cost of han- 
dling the sale, a loss to taxpayers of at least $85,000. 

It is rumored that the Navy, more than the company, instigated the Norris- 
Thermador installation. It is a minor case and too old for accurate evaluation 
at this time. But many industry people will admit privately that representa- 
tives of military services often urge new facilities installations. In the Air 
Force, for example, regular quarterly budgets are provided for facilities expan- 
sion; the mechanics are established for disbursement of the funds (AFPI 13— 
2400, et seq.) and it is reasonable to assume that normal human instincts operate 
to assure continued expansion. 

In summary, five incentives are at work to increase the use of Government- 
owned facilities at the expense of privately-financed supporting industry : 

1. Profit limitations on subcontracting are embraced in original contract and 
price redetermination formulas. 

2. Overhead limitations penalize subcontracting. 

8. Renegotiation profit limits operate as incentive to raise direct costs which 
become the final basis for determining allowable profit. 

4. Military services are disposed to provide facilities rent-free (which re- 
moves economic discipline on their use) because rents cannot be collected di- 
rectly by the services. 

5. The military has a predisposition to assume efficiency in large prime organi- 
izations versus independent suppliers. 


V. Tomorrow's NEEDS—A PROGRAM OF ACTION 


At a time when Russia is flexing its sputniks, America recognizes its greatest 
need for the maximum in technical skills—the broadest base for generation of 
technological advance. 

No weapon of today can be attributed to the genius of a single organization. 
Every major advance is an accumulation of the ideas and skills of many. 

Most dangerous to America is a lip service regard for the skills of independent 
firms. Many thousands of these firms are the creation of top technicians and 
scientists who responded to the urge of free enterprise, the incentive to have a 
business of their own. Yet they often suffer at the hands of their proclaimed 
friends, men who profess an affection for small business, who speak of giving 
small business a fair share of Government procurement, but who really have 
neither understanding nor respect for the competence and skill of the firm 
involved. 

Strategic Industries Asociation believes the only share of defense procurement 
which any company—large or small—should have is that share which it can 
handle most efficiently—with the greatest skill and at the most economic cost. 
It urges that the men responsible for procurement policy visit a typical group 
of the companies deseribed in this report. Policy should be based on knowledge 
and only a firsthand look can get at the truth. 


trying 
ecome 
ength- 

on the 
umber 
metal 
ustry, 
nomy, 
ved if 
erves. 

f sup- 

the 
to 

Own 
cting 

r not 
ween 
bcon- 
ation 
tract 
iting 

nde- 
> for 
ting 

t of 
ikes 

$s is 

says 
roid 
by 


356 EXTENSION OF THE RENEGOTIATION ACT 


POLICY BASED ON MILITARY NECESSITY 


While many people have protested the inequities which result from (a) the 
weapons systems approach to procurement, and (b) the large company control 
over the use of Government-owned facilities, the Nation faced with a powerful 
potential aggressor has no choice but to base defense procurement policy on 
military necessity. 

This viewpoint takes the participation of skilled small firms out of the realm 
of charity. 

So long as the large firms and the military have the incentives listed in section 
IV of this report, it is apparent that the weapons systems approach to procure- 
ment (a system which SIA basically regards as necessary) confers life or death 
power to larger companies over small. SIA does not oppose weapons systems 
procurement. But there is no guarantee that the power conferred cannot be 
exercised capriciously. There is mounting evidence that during the period of 
cutbacks it has been exercised without restraint—that work has been pulled 
into prime plants for handling on Government-owned rent-free machinery with- 
out any kind of check on relative efficiency. 

The unsupported assertion that the large firms can do the work better and 
cheaper is not backed up by time or cost studies. By contrast, small firms which 
have offered to do work for less than prime contractor direct labor cost (made 
possible by the smaller firms’ greater experience in the type of work involved) 
have been told that the prime is not interested. 

A more statesmanlike approach would recognize the interdependence of small 
firms and large, the mutual role of common contribution to the success of the 
total defense effort. Without this, the principle of maximum utilization of 
Government-owned equipment noted in section III tends to place 99 percent 
of our defense capacity in the hands of the relative handful of major companies 
which control these facilities. This cuts down the reserve capacity in the 
major plants; it tends to destroy the supporting industry. It leaves no place 
to expand in any future emergency. It increases the present cost of defense 
production. 

A PROGRAM FOR ACTION 


The operation of an unsubsidized privately financed supporting industry— 
freely competing to produce better quality at less cost—seems the best guarantee 
of future productivity. Recognizing that fewer end items are to be procured, 
the only way to preserve a broad base for production and creativity is to curtail 
the competitive use of Government-owned facilities. When the purpose for which 
they were created ceases to exist, they should be placed in standby reserve 
against a future emergency. 

Directives to accomplish this purpose cannot be made effective unless basic 
incentives are also changed. Provision for changed incentives is included in 
the following program. 

It should be noted that the steps proposed suggest no subsidy for independent 
business and call for no arbitrary percentages in the division of work. The 
objective is to secure maximum production at lowest cost by the free operation 
of competition without benefit of subsidy to small firm or large: 

1. A Defense Department directive should prohibit the use of Government- 
owned machinery or facilities for subcontract purposes unless there is clear 
demonstration that privately financed facilities are unavailable to do the work 
economically. To assure proper compliance, the directive should require the 
solicitation of bids and the existence of not less than three privately financed 
bidders should be mandatory evidence of availability and price economy. 

2. Further Government-financed installation of facilities for production should 
be prohibited without a survey which would clearly establish: 

(a) That privately financed facilities are unavailable to perform pro- 
gramed work in whole or in part; 
(b) That private capital is unwilling to provide new facilities required. 
Such survey should have the concurrence of an independent agency of the 
Government. . 

8. Requirements for future missile production capacity—to the extent that 
they exceed the facilities which private capital has or is willing to provide— 
should be studied in terms of feasibility to modify existing Government-owned 
airframe capacity (as an example, through dropped ceilings and air conditioned 
assembly space) as an economy in lieu of building added plants. 
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4. Military services should adopt the policy of “moth-balling” Government- 
owned production facilities, holding them in reserve status, to the extent that 
they are surplus to current production needs, but may be required in the future. 

5. To the extent that Government-owned plants become surplus both to present 
and future needs, arrangements should be made for their disposal, either through 
sale or long-term lease at commercially acceptable rental rates. 

6. To the extent that any Government-owned facilities are authorized for 
use in the performance of subcontracts (as provided in paragraph No. 1, above) 
rental rates comparable to the cost of private ownership should be charged to 
the users and leases should be executed for minimum periods of 1 year. 

7. Rentals collected for the use of Government-owned facilities should be paid 
to the cognizant military services rather than to the general fund of the Treas- 
ury—thus to serve as an offset for the cost of maintaining other equipment in 
reserve. Legislation to permit this handling should be promptly enacted. 

8. The Renegotiation Act should be amended to provide incentives for cost 
savings through efficient subcontracting by specifying “a proportionately higher 
profit” for prime contractors who demonstrate savings effected by subcontract 
procurement. 


APPENDIX A-1 


Excerpt From Fina Report oF THE SELECT COMMITTEE ON SMALL BUSINESS, 
House or REPRESENTATIVES, Conaress, DECEMBER 28, 1954 


* * * many small producers of qualified products who formerly operated as 
prime contractors of the Air Force have found production virtually impossible in 
their new role of subcontractor to weapons system prime contractors. These 
firms have cited instances where the major primes have used their new position 
to obtain engineering information in the guise of considering a subcontract only 
to use this data in the manufacturing of the particular item themselves. 

In résumé, these small producers contend that the freedom granted prime con- 
tractors under the weapons system concept, has resulted in an alarming trend 
within the past few months wherein the large aircraft manufacturers are using 
their new-found authority as carte blanche to ignore the qualified product concept 
and to design to their own particular standards virtually everything which goes 
into an airplane. 

If permitted to go unchecked, these small producers believe, the cost to the tax- 
payers of permitting each aircraft manufacturer to depart from standardization 
will be reflected in a greatly increased cost of defense weapons. It will also 
mean the gradual eradication of qualified small firms now attempting to operate 
in the aircraft program. If the demise of these firms occurred in the course of 
business competition, it might be accepted philosophically. However uninten- 
tionally, if it occurs as the result of Government policies, it uses the taxpayer's 
dollar to furnish facilities to huge manufacturers and then provides them with a 
climate which permits them to assume economic life and death over their small- 
business suppliers. 

Those small firms proesting this system underscore their belief that the defense 
of the Nation demands a strong aircraft industry and that the giants in that in- 
dustry remain strong. They also recognize the necessity for a type of coordina- 
tion which the weapons system concept attempts to implement. Nevertheless, 
some have expressed the fear that if the system operates to the detriment of the 
small firms over a long period, the giants of the industry can become a kind of 
inbred cartel held captive by the state. 

These small firms have recommended that it be made a part of all facility con- 
tracts awarded by the Government that a predetermined percentage of gross 
business must be subcontracted or, conversely, that once subcontracted it cannot 
be retracted into the Government-owned facility. It has also been urged that 
the qualified product concept be revitalized and that large prime contractors 
operating under the weapons-system concept be required to purchase from small- 
business sources of supply those items which are normally produced by small 
firms as a qualified product. Failing definite action, these firms strongly believe 
that a sizable segment of small business must endure the penalty of competing 
with a competitor subsidized and sponsored by the Government which they, in 
turn, support with their tax dollars. 

Action by the Air Force.—The Air Force in recognition of the trend away from 
subcontracting, embarked upon a series of meetings with its major prime con- 
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tractors during the last 6 months of 1954. In these meetings, a broad policy 
of utilizing small subcontractors to a maximum exteut was stressed. However, 
the effect of the increased competition from Government-owned equipment and the 
delegation of vastly greater authority to the primes through the weapons-system 
concept of procurement would appear to nullify the concrete benefits of such a 
policy. Without greater exploration of the problem by the Air Force than is 
now apparent, it seems improbable that such a policy could be successfully 
carried out. 


Comittee recommendations 


In view of the wide area of controversy arising from both the direct subcon- 
tracting questions and the alleged effects of the weapons system concept, the 
committee is convinced that a thorough congressional review of current prac- 
tices is appropriate. Among the principal issues involved in such a subcon- 
tracting study should be the present utilization of Government-owned facilities 
and equipment and the administration of contracts awarded under the weapons 
system concept. 

APPENDIx B-1 


LEASE POLICIES ON GOVERNMENT EQUIPMENT 


Most Government-owned facilities in the hands of private industry are sup- 
plied on a rent-free basis to major companies. According to U.S. Air Force 
testimony before the Hébert committee, 90 percent of the equipment under its 
cognizance is on a no-charge-for-use arrangement, primarily with large firms. 

Policies governing the leasing of the remaining equipment thus apply princi- 
pally to smaller firms. 

The following is quoted from Defense Mobilization Order VII-4, Amendment 3, 
issued October 1, 1957. This covers basic policy applicable to Government leases. 
It will be noted that subsection (d) has no applicability to rent-free facilities 
furnished in connection with cost-plus-a-fee contracts : 

(2) General considerations: 

(a) Government lessor agencies should not be regarded as being in the 
leasing business as an end in itself nor in the same sense as private indus- 
trial establishments. 

(b) Government-owned production equipment should not be leased to pri- 
vate industry until its unavailability from private sources has been estab- 
lished. 

(c) The rental rates and leasing guidelines outlined herein have no 
application to wholly owned Government facilities operated by private con- 
tractors on a cost-plus-fee basis. 

(d) Government agencies providing Government-owned production equip- 
ment to private contractors shall insure that‘no contractors are afforded a 
favored competitive position thereby. 

(e) Such exceptions, as from time to time may be necessary to the policy 
outlined herein, shall be wade only with prior ODM approval. 

OFFICE OF DEFENSE MOBILIZATION, 
Gorpon Gray, Director. 
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APPENDIX B-2 
Partial list of Air Force facilities operated rent-free by major firms 


Value in 
millions 


Ford Motor Co $210. 4 
Boeing Airplane Co 
General Blectric Co 
General Motors 
Curtiss-Wright 
Convair 


Aveo Manufacturing 

North American Aviation 
Northrop Aircraft 

Fairchild Engine & Airplane 
Bell Aircraft__- 
Bendix Aviation 
Hughes Aircraft 


Norp.—Above information contained in testimony by Air Force representatives before 
the Hébert committee (Subcommittee on Special Investigations of the Armed Service Com- 
mittee, U.S. House of Representatives, 85th Cong.). 


APPENDIX 


How emphasis on overhead rates—rather than on lowest net cost—reduced 
military subcontracting. 


{Article in “Skyline,” House Organ of North American Aviation, Inc., by Rulon Nagely, 
Director of Material (Excerpt) ] 


THE ECONOMICS OF A SLOWDOWN 


One prime contractor, recently faced with a schedule slowdown, was forced 
to decide whether or not to pull work back into his plant. He had several large 
subcontractors, but these were doing such a good job, producing at such a low 
cost, that costs would be increased if the work were brought back into his plant. 
This is a difficult decision for the prime contractor to make. As an example, 
if the firm had 10,000 direct workers and suddenly cut down by termination or 
reduced schedule to 5,000, it would be forced immediately to decide whether or 
not to call some of the subcontracted work back into the home plant. 

Assume that before the cutback the prime contractor’s rate of overhead was 
150 percent. If his direct labor was reduced by 50 percent, his overhead rate 
might go to over 225 percent, increasing his cost to such an extent that he would 
price himself out of business. 


APPENDIX C-—2 


How emphasis on profit control weakens incentives to reduce costs—removing 
the incentive to save through subcontracting. 


HOOVER COMMISSION TASK FORCE ON MILITARY PROCUREMENT 
[Excerpt] 


“The military departments have not made the most of industry incentives to 
stimulate greater efficiency in contract performance. On the contrary, the de- 
partments have sometimes discouraged the full utilization of incentives by con- 
centrating their pricing efforts on reducing only the profit factor in the total 
contract price. 

“Examples of this kind of misdirected attention are cases where a contract 
award is made to one company on the basis that it accepted a lower profit mar- 
gin than its competitor despite the fact that the latter quoted a lower total 
price * * * 

“Practices such as these depart from the realism of the matter that a company’s 
incentive to earn more is a keystone to its effort to produce better products at 
lower prices. * * * Ultimately the military departments are the losers. More- 
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over, to the extent that the departments’ pricing efforts are dedicated to profit 
reduction rather than contract cost reduction, only a small fraction of the total 
contract price is subject to downward pressure, while other elements of the 
price—comprising as much as 90 percent or more of the total price—may receive 
only the limited attention of auditors verifying cost data.” 


APpPENDIx D-1 
JULY 2, 1957. 
CoMMANDING OFFICER, 
Ballistic Missile Office, 
Los Angeles, Calif. 

Dear Sie: The principals of Fab-Tool, Inc., are interested in expanding the 
scope of their activities into additional fields of endeavor in support of the 
defense industry. At the present time Fab-Tool, Inc., supplies photographic 
reproductions and aircraft tooling to most of the prime airframe manufacturers. 

After several months of intensive study the needs of the defense industries 
in the Southland area and elsewhere, we have selected the process of chemical 
milling as a venture which might be of most service to the industry, and yet be 
consistent with the prior experience of the members of our firm. 

As part of our study, we would like to inquire of the interest of the Ballistic 
Missile Office in the establishing of private investment capital for chemical 
milling facilities. In considering this query, we desire to emphasize the fact 
that we do not wish to restrict our planning to any single geographical location. 
As evidence of this fact, Fab-Tool, Inc., has recently established a facility at 
Denver, at the specific request of the Martin Co., in order to eliminate the neces- 
sity of a Government financed precision photographic reproduction department. 

Your comments and suggestions on the investment of private capital in facili- 
ties for chemical milling are earnestly solicited. Of particular interest will be 
your present thoughts on location, and approximate date of need. 

We realize that any information supplied from your office will be for our 
guidance only, and will in no way be construed as an official sanction of the 
Ballistic Missile Office. 

Thank you for any consideration which you may be able to give this request 
for information. Should you wish to pursue this matter at greater length, we 
would be pleased to personally discuss our plans at your convenience. 


Very truly yours, 
Fas-Toor, Inc., 


J. J. Bonn, President. 


Ark MATERIEL COMMAND, BALLISTIC MISSILES OFFICE, 
Inglewood, Calif., August 1, 1957. 
Mr. J. J. Bonn, 
President, Fab-Tool, Inc., 
Downey, Calif. 

Dear Mr. Bonn: As a result of your letter of July 2, 1957, a careful review 
has been made of the use of the chemical milling process in connection with the 
ballistic missile program, and of the possible need for the establishment of addi- 
tional chemical milling capacity. 

At the present time there is no known requirement for the establishment of 
additional chemical milling capacity. While one of our contractors is making 
extensive use of the process, it is so interrelated to other fabrication processes 
that must be performed on his product that he has been required to establish 
chemical milling facilities as an integral part of his manufacturing operation. 

Changes in missile design or in methods of fabrication may, in the future, 
generate the requirement for additional chemical milling capacity. At the 
moment, however, these possibilities are too intangible to warrant encouraging 
the investment of capital in such facilities. 

It is gratifying to the Air Force to know that there are firms such as yours 
willing to invest private capital in support of defense programs. You may be 
assured that your company will be kept in mind should future developments in 
the ballistic missile program generate the need for additional chemical milling 
capacity or for related processes in which you might be interested. 

Sincerely, 
Henry G. MAcDONALD, 
Colonel, USAF, Assistant Deputy Director, Ballistic Missiles, 
Directorate, Procurement and Production. 


(Original signed by Henry G. Macdonald, colonel, USAF.) 
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WHERE WE SrTanp, 1958-59 
POLICIES OF STRATEGIC INDUSTRIES ASSOCIATION, LOS ANGELES, CALIF. 
FOREWORD 


Strategic Industries Association is a national nonprofit trade organization es- 
tablished in 1954 to serve and represent the independent firms which specialize 
in production for national defense. 

Policy statements in this booklet were developed and adopted by our members 
at the SIA annual meeting. They reflect major areas of our interest and concern. 

For the first time, America must maintain a peacetime state of industrial 
combat readiness. We believe this to be the country’s most difficult problem. 
Economically and politically it involves temptation to modify or abandon basic 
concepts of free enterprise. And in our productive and military operations it 
demands technology without counterpart in the civilian economy. 

The vast technological gap between commercial and defense production is too 
little recognized by those who are not directly involved. Defense production 
specialists must now employ materials, processes and degrees of precision else- 
where unknown. And they must be stimulated to constant improvement * * * 
because second best is suicide. 

It is our unanimous belief that a combat-ready industry team must be made 
up of both large and small firms. The 25,000 independent companies specializing 
in defense represent a vast reservoir of concentrated experience. Operated with 
private capital, dispersed across the country, competitively toughened to deliver 
quality with economy, they provide ingenuity and flexibility vital in emergencies. 

Similarly, the larger defense firms fill their role by providing the design, co- 
ordination and massive assembly facilities essential for the large and complex 
weapons systems needed to conquer space. 

We believe the total problem involves the best utilization of what both large 
and small specialists have to offer. Just as we recognize that smaller firms can- 
not hope to secure prime contracts for giant bombers or aircraft carriers, so do 
we feel that larger firms should not dilute their efficiency by endeavoring to 
add departments for all the instrument production, chemical treatment, compo- 
nents manufacture and myriad of other specialized skills on which units of the 
supporting industry concentrate the greatest know-how and offer the maximum 
economy. 

As reflected by the following policy statements, our underlying philosophy is 
to achieve balance in the defense industry by using the carrot, not the club * * * 
by removing obstacles and providing incentives, rather than by setting up arti- 
ficial restraints, subsidies or preferential treatment. 

We believe in free enterprise. Not partially, sometimes, or with reservations. 
But all the way. We believe the incetive system of America can out-develop and 
out-produce any slave system, anywhere. 

This is the faith upon which the policies of this booklet have been developed. 
The principles of free enterprise incentives and national-interest-above-personal- 
interest are the twin tests we have tried to apply to each policy statement adopted. 


BASIC POLICIES 
Free enterprise incentives 


SIA believes a free country cannot win against a socalist dictatorship by ac- 
cepting socialistic practices in its own economy. We believe that maximum de 
velopment and productivity can only be achieved through the full use of free 
enterprise incentives in military procurement. We are therefore opposed to all 
forms of subsidy as well as to the limitation of competition through artificial and 
arbitrary profit controls. We are further opposed to encroachments by Govern- 
ment in the fields of manufacturing and to every form of Government competition 
against industry. 


Industry relations—large and small business 

SIA believes the elimination of both subsides and proferential treatment for 
either large or small business should be sought by all. In our free com; etitive 
system, laws and regulations should foster equal opportunity for a firm of any 
size to prosper solely on the basis of its quality, dependability, and economy. 
While we don’t believe bigness is any guarantee of efficiency, neither do we 
think bigness is evil, nor smallness virtuous. On the majority of policy items, we 
find our viewpoints in accord with those of the constructive leadership in major 
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industry. On issues where our viewpoints differ, we look to programs of coopera- 
tive effort to solve mutual problems. 


Government relations 


Defense production involves many complex procedures in contracting, quality 
control, production practices, financing and accountability, because of both mili- 
tary requirements and Government responsibility for public funds. Maximum 
efficiency can only be achieved if the laws and regulations governing this complex 
procurement are based on the fullest understanding of changing industry con- 
ditions. SIA therefore believes it is the duty of industrial citizenship for our 
association to assist administrative and legislative branches of government by 
supplying facts and comment which Congress and regulatory bodies may use for 
reference purposes. 


Public relations 


It is our general policy to seek the widest possible public understanding of the 
problems involved in producing the most effective defenses for America. We are 
confident that, understanding will bring public support for our objectives. 


Member services 


SIA services to members shall include provision of general and specific in- 
formation to improve production and business skills, increase business oppor- 
tunities, and reduce problems of compliance with government laws and regula- 
tions. Meetings of the association shall provide means for exchange of facts 
and ideas, and mutual work on policies and programs. 


Membership standards 


SIA seeks to maintain such standards of performance among its members 
as to assure the respect and confidence of both industry and Government. 


ADVERTISED VERSUS NEGOTIATED PROCUREMENT 


It is apparent that the area of defense purchasing to which advertised pro- 
curement is applicable will continue to diminish. 

Increases in size, complexity (and hence, cost) of major items such as missiles 
and supersonic aircraft, necessarily involve a heavy proportion of total dollar 
outlay. These and their related components, handling equipment, etc., are in a 
perpetual state of advancing design. It would be decessary to arrest such 
development in order to establish the type of fixed specifications required for 
advertised bidding. 

An added serious problem is that privately financed research and development 
for advanced defense materials requires the incentive of protection for the 
proprietary rights (see p. 19) of the firms which originate new designs. Duplica- 
tion of such designs for purposes of advertised procurement destroys incentive 
for further developments. 


We believe 


1. Advertised bidding for complex devices in this era of rapidly advancing 
technology presents severe problems of its own and is not the cure-all for con- 
tracting ills some proponents believe it to be. Typically, below eost bids— 
common in much advertised procurement—often result in contractor default, loss 
of both time and dollars to Government, and injury to contractors, the industry, 
and the Nation. 

2. It is in the national interest to increase the extent of negotiated procurement. 

3. Competetitive negotiated procurement—involving the evaluation of propos- 
als from a group of qualified producers—is a fair and effective means to obtain 
the best buy for Government. 

4. Every means must be taken to assure.all qualified firms full and fair oppor- 
tunity to make proposals and obtain equitable consideration during the buying 
process. 

5. Other factors being equal, bidders who own their facilities should have 
preference over contractors using Government facilities. 


We recommend 


1. That advertised procurement techniques be restricted to items of common 
supply for which designs and specifications are either owned by Government or in. 
the public domain. 
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2. That the military examine and revise its negotiated procurement techniques 
to assure maximum competition and adequate opportunity for all qualified firms 
to participate. 

3. That constant surveillance of negotiated procurement be maintained, includ- 
ing regular review of evaluation standards and procedures at all levels. 

4. That overhead percentages be deemphasized as a measure in the evaluation 
of proposals involving cost-reimbursable contracting, and that other yardsticks 
such as technical experience, past records of low total cost, and performance 
reliability received relatively greater consideration. 


CAPITAL BANKS 


Recognized difficulties of small business encountered in efforts to obtain equity 
capital have resulted in a number of proposals for the establishment of federally 
sponsored “capital banks” to provide long-term loans and other forms of capital 
for small enterprises. 

We believe 

1. The chief barrier to sources of equity capital for small business is to be 
found in the tax structure which precludes adequate profit return commensurate 
with the greater risk factors inherent in new ventures. 

2. Substantial risk capital would be available to small business from private 
sources if the structure of taxation were revised to permit higher returns, if 
earned, as reward for higher risks. 

3. Federal investment in small business involves serious dangers of Federal 
control and political favoritism. 


We recommend 

1. That privately owned and controlled risk investment companies be fostered 
through enabling legislation which would permit the purchase of their debentures 
by Federal Reserve banks. 

2. That State and regional “development companies” be fostered in lieu of a 
federally controlled system of capital banks. 

3. That additional tax exemptions be provided for new and small enterprises 
to increase attractiveness for risk investment by existing private sources. 


COST PRINCIPLES 


Section XV of the Armed Services Procurement Regulations presently estab- 
lishes general policy covering the accountability and acceptability of costs in- 
curred under cost-reimbursable Government contracts. 

A proposed revision of this section—which would make it applicable to all 
forms of contracts (including the settlement of terminated fixed price con- 
tracts)—was published by the Department of Defense in the fall of 1957. 

Widespread industry objection was voiced by the various associations, includ- 
ing SIA, concerned with defense contracting. Apparently as the result of ex- 
pressed objections, the Department of Defense withheld issuance of the proposed 
revision, pending further change. 

The SIA review committee felt that many detailed limitations on specific costs 
were contrary to generally accepted—and necessary—business practice. Major 
objections were made on two points: (1) Impracticality of applying CPFF cost 
evaluation principles retroactively to terminated fixed price contracts, and (2) 
unfairness of extended control over subcontract relationships without correspond- 
ing Government assumption of responsibility to subcontractors. 

We believe 

1. General publication of the proposed revision has influenced a number of con- 
tracting officers to apply the suggested principles in anticipation of their ultimate 
adoption. This circumstance has had a detrimental effect on industrial dealings 
with Government. 

2. If adopted, the proposed principles would have the effect of imposing a 
regimented uniform system of accounts on all firms engaged in defense contract- 
ing, without adequate regard for the diverse nature of their activities or the 
unique conditions which their present accounting systems may have been devised 
to handle. 
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8. Since the majority of fixed-price contracts involve a much higher degree of 
risk than cost-reimbursable contracts, it is highly inequitable to apply CPFF 
cost allowance criteria in the settlement of terminated fixed-price agreements. 

4. No costs should be disallowed when there are normal business expenses of 
a type business must incur in the absence of Government contracting. 

5. Cost criteria should in no case impose hindsight on managerial judgment 
in determining allowability. 

6. Limitations on the types of costs which a prime may accept in dealing with 
a subcontractor or supplier (other than a CPFF subcontractor) impede negotia- 
tion for the best product at the best price and are patently unfair since the Gov- 
ernment accepts no responsibility for assuring payment to subs in the event of 
prime default. 

7. In a free enterprise system, profit is the recognized incentive for produc- 
tivity—a legitimate objective of every business. Use of cost principles to narrow 
the area of profit shifts Government contracting to a socialistic basis and destroys 
incentive. The end result is a higher net cost to Government with less 
productivity. 

DEPRECIATION 


Depreciation methods and terms of useful life allowable for various types of 
capital assets are now established for tax purposes by regulations of the Internal 
Revenue Service. 

The sum-of-the-digits method, which provides for higher proportionate charge 
offs during the early years of asset life, is now approved for purchases of new 
equipment, but not allowed for used equipment. 

Replacement costs invariably run from two to five times the amount of depreci- 
ation reserves for productive equipment. This is the result of continued inflation 
and technical improvement. 


We believe 

1. American productivity, job opportunity, and prosperity are directly related 
to industrial and commercial use of the most modern capital goods available. 

2. Every incentive should be provided for the most rapid replacement of obso- 
leted capital goods. 

3. Smaller business, which necessarily constitutes the major market for used 
equipment, should not be penalized by prohibition of accelerated depreciation 
methods on used equipment purchases. 


We recommend 


1. That business be given the free right to establish its own depreciation 
schedules at whatever rates it selects at the time of purchase of either new or 
used capital equipment. 

2. That until such change is authorized, used equipment depreciation methods 
be equalized with new equipment methods. 


GOVERNMENT FACILITIES 


Government-owned plants, machinery, equipment, and office furniture repre- 
senting a total investment of approximately $10 billion constitute up to 80 percent 
of the facilities of major defense producers. 

A one-time emergency program, essential to meet the needs of World War II 
and Korea, these facilities have continued and expanded on a rent-free basis. 
An estimated 90 percent of these facilities are in the hands of the top 100 defense 
firms. 


We believe: 


1. The extended use of Government facilities is dangerous—both to the large 
companies favored with the free use of such facilities and to the independent 
firms who traditionally finance their own equipment and plants. 

2. Ownership of industrial facilities by Government is destructive of industrial 
en and may give rise to demands for nationalization of the industries 

volved. 

8. Destructive competitive effects of Government ownership are less visible 
in a period of general economic expansion, but are paving the way for disaster 
in any period of reduced defense budget or economic recession. 

4. Many Government-owned facilities have been installed on contention of 
emergency necessity which could not be so well supported if all facts were avail- 
able at time of approval. 
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5. Independent industry is more ready to bear the cost of equipment and plants 
required for defense than has been claimed by the advocates of extended Govern- 
ment construction. 

6. The Renegotiation Act encourages extended use of Government-owned facil- 
ities (with attendant higher costs) by penalizing contractors for economical 
procurement from independent suppliers. 

7. Privately financed independent industry faces inequities when it competes 
with firms whose facilities have been furnished by Government. This competi- 
tion is both direct (in respect to competitive bidding) and indirect (in respect to 
work which is never put out for bid because Government-owned equipment is 
available and its use is encouraged without adequate data on comparative cost). 


We recommend: 


1. That a Defense Department directive be issued to prohibit the use of Govern- 
ment-owned machinery or facilities for subcontract purposes unless there is clear 
demonstration that privately owned facilities are unavailable to do the work 
competitively. To assure compliance, the directive should require the solicitation 
of bids and the existence of three or more privately financed bidders should be 
mandatory evidence that use of Government facilities is not required. 

2. That further Government-financed installation of facilities for production 
should be prohibited without a survey which would clearly establish— 

a. That privately financed facilities are unavailable to perform programed 
work in whole or in part; 
b. That private capital is unwilling to provide new facilities required. 

3. That requirements for future missile production capacity—to the extent that 
they exceed the facilities which private capital has or is willing to provide— 
should be studied in terms of feasibility to modify existing Government-owned 
airframe capacity (as an example, through dropped ceilings and air-conditioned 
assembly space) as an economy in lieu of building added plants. 

4. That military services should adopt the policy of “mothballing” Government- 
owned production facilities, holding them in reserve status, to the extent that 
they are surplus to current production needs, but may be required in the future. 

5. That to the extent Government-owned plants become surplus both to present 
and future needs, arrangements should be made for their disposal, either through 
sale or long-term lease at commercially acceptable rental rates. 

6. That to the extent any Government-owned facilities are authorized for use 
in the performance of subcontracts (as provided in par. 1 above) rental rates 
comparable to the cost of private ownership should be charged to the users and 
leases should be executed for minimum periods of 1 year. 

7. That rentals collected for the use of Government-owned facilities should 
be paid to the cognizant military services rather than to the general fund of the 
Treasury—thus to serve as an offset for the cost of maintaining other equipment 
in reserve. Legislation to permit this handling should be promptly enacted. 

8. That the Renegotiation Act should be amended to provide incentives for cost 
savings through efficient subcontracting by specifying ‘a proportionately higher 
profit” for prime contractors who demonstrate savings effected by subcontract 
procurement. 

MOBILIZATION PLANNING 


Development of effective industrial mobilization plans has been of national 
concern since the experience of World War II in which it was evident that a war- 
winning buildup of industry could not have been achieved without the holding 
action of Allied Powers. 

The prospect of intercontinental warfare rules out reliance on any such 
holding action in the future. Simultaneously, weapons technology has become 
so advanced and highly specialized as to preclude any program of industrial 
conversion from commercial to military production. Thus, America, for the 
first time, must maintain a defense weapons industry in time of peace. 


We believe: 


1. Military readiness must be maintained at sufficient level to repel and counter 
any potential foreign aggression at every scale of action from a so-called local 
war up to an all-out nuclear attack on the continental United States. 

2. Economic or social objectives (example: Allocation of contracts to so-called 
distressed labor areas) should never be permitted to dominate the primary ob- 
jective of obtaining the best weapons most rapidly and economically. 
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8. Peacetime procurement should make maximum use of privately owned 
facilities, holding excess Government facilities in standby readiness to provide 
for rapid expansion during any warning period which may be afforded. 

4. Thousands of specialist firms fulfill vital roles in design, development, and 
supply of intricate weapons components and subsystems, but remain presently 
unidentified at national planning levels. 

5. A form of perpetual inventory of defense capacities is needed—related more 
to the nature of skills than to items of equipment or specific end items of pro- 
curement. In the event of a partially successful enemy attack, such inventory 
would readily locate alternative sources at all levels of supply. 


We recommend: 

1. That there be rapid military and industrial implementation of Department 
of Defense directives Nos. 4005.13 and 4005.14, which appear to establish the 
most realistic approach to practical mobilization planning under present 
conditions. 

2. That a mobilization control center be established in a protected location 
to maintain the perpetual inventory of defense skills through the use of electronic 
tabulating equipment by which all levels of defense production skills can be 
promptly located and brought into action in any future emergency. 


PROGRESS PAYMENTS 


Progress payments are made during the course of a contract as partial reim- 
bursement for costs of work completed prior to the time when final delivery can 
be accomplished. They are most commonly employed for long leadtime items. 

Department of Defense directive No. 7800.5 of August 10, 1957, reduced the- 
rates of progress payments against total costs from 75 to 70 percent. It has 
since been rumored that further percentage reductions would be likely. 


We believe 

1. Progress payments are an essential means to pay for work done prior to 
completion of complex and long leadtime items. 

2. Subcontractors suffer most when prime progress payments are reduced— 
payments are slower from primes and inventory burdens are shifted to subs. 

3. Federal borrowing to provide the funds needed for progress payments is 
accomplished at substantially lower interest rates than those which industry 
must pay to borrow in the commercial money market. 

4. Reductions in progress payments merely postpone Government costs; 
savings in Government contract costs resulting from adequate progress pay- 
ments will more than offset added interest costs for the added Government 
borrowings required to finance progress payments. 

5. Sinee all costs of Government contractors must ultimately be covered by 
the prices of articles sold to Government, the procurement system should en- 
courage adequate progress payments in order to reduce industry borrowings 
and hence reduce costs of end items. 


We recommend 


1. That progress payments be returned to at least former levels and continue 
available to all contractors, small and large, without prejudice in respect to 
award of contracts. 

PROPRIETARY RIGHTS 


The matter of adequate protection for the proprietary rights of Government 
suppliers has been established by Strategic Industries Association as one of the 
three topics (see also Renegotiation, p. 22, and Government Facilities, p. 12), 
requiring major attention and action. 

Rules governing military handling of proprietary rights are established in 
section IX of the Armed Services Procurement Regulations (ASPR) and in 
implementation of these regulations by the separate military services. 


We believe 


1. American superiority in defense weapons must be the foremost purpose of” 
defense procurement programs. 

2. Weapons superiority can be achieved only by maximum stimulation of 
creativity and inventiveness. 

3. Traditional protection for patents, copyrights, trade secrets, and similar: 
proprietary material is essential to stimulate inventiveness in a free enterprise: 
economy. 


se 
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4. Incentives for technical progress cannot be maintained unless Government 
interest and rights in and to industrially developed patents, copyrights, and 
proprietary data be limited to the specific produce of research, development, 
and engineering contracts entered into by Government for the production of 
such material. 

5. The existence of many independent firms derives from their privately 
financed proprietary developments—and the ingenuity and inventiveness of such 
firms is a major national asset which must be particularly guarded in the interests 
both of national defense and survival of the free enterprise system. 

6. The modification or adaptation of an established proprietary product for 
military purposes should in no way prejudice the proprietary position of the 
manufacturer with respect to such product. 

7. Where the military services find superiority in privately developed proprie- 
tary products, these services must have the free right to purchase such products 
without jeopardizing the proprietary rights involved. 

8. Where the military seervices desire to obtain competition with proprietary 
producers, they should encourage other firms to develop and submit their own 
proprietary items of equal or superior performance characteristics. In no event 
should the services use the original proprietary designs of one military con- 
tractor—unless such designs have been specifically purchased by Government— 
for the benefit of potential competitors who would thus avoid their own costs 
of engineeering and development on equal competitive terms. 

9. The position of subcontractors to military prime contractors regarding prop- 
rietary rights should be as well protected as that of companies dealing directly 
with Government. When proprietary items owned by suppliers to prime con- 
tractors are to be incorporated as components of prime contract end items— 
including the produce of prime research and development contracts—such sup- 
pliers should be protecteed from any requirement to yield up their proprietary 
rights in such components. 


Werecommend 
1. That the armed services procurement regulations be amended with all 
possible speed to place the foregoing principles in effect before technical progress 
is more seriously impaired. 
RENEGOTIATION 


Designed to protect the Government and taxpayers against the evils of 
profiteering during the war period when demand for military goods consumed 
the major part of industrial capacity without competitive restraint, renegotiation 
was reenacted during the Korean conflict and has since been continued in effect. 

The act established a Renegotiation Board which, together with regional 
boards operating under its direction, undertakes to review the profits of defense 
contractors and make determinations of excessive profits which must then be 
refunded to Government. 

Uncertainty regarding the criteria for such determinations has been established 
through the disparity of findings of regional boards versus the national board. 
One major prime contractor was cleared by a regional board, later to be sub- 
jected to a demand for $10 million refund upon the determination of the national 
board. The refund was applicable to profits earned 3 years prior to the deter- 
mination. In other cases, a refund demand assessed by a regional has been 
rescinded by the national board. 

We believe 

1. Extensive competition for defense contracts is such as to eliminate any 
possible justification for continuance of renegotiation. 

2. The Renegotiation Act embraces a basic error of economic principle: 
It restricts incentives to earn profits and hence automatically eliminates incen- 
tives to reduce costs. 

3. Many costs have ballooned as the direct result of the reverse incentives im- 
posed by the operation of the act. 

4. Costs of administering the Renegotiation Act, including both Government 
and industry costs (which must ultimately be paid in the cost of end items pro- 
duced for Government) far exceed theoretical recoveries. 

5. The continued existence of renegotiation tends further to increase net costs 
to Government by discouraging potential competitors from taking risks of Gov- 
ernment contracting. 
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6. Renegotiation is the most serious deterrent to economical subcontracting, 
because major prime contractors are penalized in the form of lower profit allow- 
ances when they execute economical subcontracts in lieu of in-plant work. 

7. Renegotiation places inequitable burdens on small business. Lower-over- 
head independent business sells products to Government at the same price as large 
competitors. Where the smaller business—through its efficiency—operates at a 
lower cost, the resulting extra profit must be refunded to Government. Thus, the 
smaller business is forced to sell at a net lower price and is indirectly subsidizing 
the inefficiency of its competitors. 

8. Inequities exist in the processing of renegotiation with smaller firms. The 
relative burden of paperwork is greater on the smaller firm. Without technical 
experts, the presentation of a renegotiation case is less effective. 

9. Adequate restraints and protections against unreasonable defense profits 
exist in (a) presently available procedures of defense contracting, including 
target-type and price-redetermination contracts, and in (b) the readily available 
competition which would be instantly attracted to any defense producion oppor- 
tunity that appeared to be profitable. 


We recommend 


1. That the Renegotiation Act be allowed to terminate at its presently estab- 
lished expiration date. 

2. That if the act is not terminated, its application be restricted to a very 
limited number of specified contract situations where the absence of competition 
‘or effective control through contract means can be clearly established. 

3. That any fixed-price or incentive-type contract which, by its terms, is subject 
to price redetermination, be exempted at the option of the contractor. 
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SECURITY REGULATION 


In the face of foreign technical achievement and with the necessity for more 
rapid advances in American defense technology, the problem of security regu- 
lations has come to new prominence. __. 

Present security procedures have been described as providing an iron grid— 
putting scientists in isolated compartments—which seriously hampers progress. 

It has been found that application of security requirements differ from one mili- 
tary service to another. The need-to-know principle has been variously applied. 
Inconsistencies have been pointed in the application of close control in some 
areas and the absence of control in others. 

In observed cases, qualified contracts (cleared for security on existing proj- 
ects) have received proposal requests on new classified projects for which they 
have not been cleared. Clearance process on the new projects has been known 
to extend beyond the date when proposals might be considered. 


We believe: 


1. Restrictions on exchange of thought and information among two or more 
people cleared for secret work is responsible for serious delays in technological 
progress. 

2. The widest possible dissemination of data on technological progress and 
problems among persons of established loyalty is essential to obtain speed-up 
in development. 

‘ - Lack of uniformity among services and establishments is causing additional 
elays. 


We recommend: 

1. That the “need-to-know” concept be abandoned to permit the greatest pos- 
sible exchange among persons whose security level would be established and 
maintained through close periodic review. 

2. That the procedure of extending the clearances obtained for one contract to 
succeeding or proposed new contracts be utilized by all military services; further 
that the clearances established under a contract with one service be recognized 
by all Government agencies. 

3. That the means for clearing supplier personnel be improved (especially 
where they are already cleared on other projects) so that— 

a. They will be able to make proper and rapid response to the classified 
proposals ; 

b. They will have better understanding of the use of their products and can 
thus adapt their products for improved performance. 
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cting, 4. That all military service personnel be indoctrinated in a uniform interpreta- 
illow- tion and enforcement of security rules. 

5. That the Government establish one agency to control industrial security 
-over- clearances for industrial concerns and their employees with recognition of 
large such clearances by all agencies. 
s, the SMALL BUSINESS ADMINISTRATION 
izing It is a part of SIA’s basic policy to seek the elimination of both subsidies and 
The preferential treatment for either small business or large. The Small Business 
nical Administration was established by the Congress as a temporary agency, A 
major function is to provide loans for small business of types that cannot 
rofits normally be secured through commercial sources. 
iding We believe 
lable 1. The Small Business Administration should be continued on a temporary 
=. basis. (Since the adoption of the above statement, SBA has been made a 
permanent agency. ) 
2. The Small Business Administration should unify its assistance and loan 
stab- programs by establishing definitions of small business which will have equal 
application for either purpose. 
very 3. Congress should seek to revise tax structures and to improve the climate 
ition for the operation and growth of small business so that a separate agency may 
eventually be unnecessary. 
bject TAXES 
In 1956, SIA advocated a program of limited graduated taxation for corpora- 
tions with a maximum rate of 55 percent to be reduced as rapidly as possible 
so as not to exceed 50 percent. 
nore A report on Incentive Taxes detailed the considerations which led to support 
egu- for such tax revision. 
Subsequent proposals introduced in Congress which would have carried top 
id—- rates as high as 75 percent led our members to be wary of the potential misuse of 
ress. a so-called graduated tax. 
mili- We believe 
lied. 1. Today’s giant industries were made possible by their ability to grow at a 
ome time when the total tax burden was less on all segments of the economy. 
2. The ability of smaller firms to bear the same percentages of taxation as 
proj- those applied to large companies is proportionately less. 
they 3. The risk factor in new, small and independent business is known to be 
own higher than that of large established businesses. Attractiveness to potential 
investors cannot be obtained unless effective tax rates permit the prospect of 
higher returns in exchange for the higher risks involved. 
sore 4. Opportunity for growth out of retained earnings is the only way that small 
ical ventures may hope to retain independence and avoid the incentives to merge. 
‘ Punitive legislation against mergers has been proved ineffective to stop industrial 
and concentration. 
i-up 5. To foster growth of independent firms and to provide for increased competi- 
tion and expansion of the entire economy, we believe the tax burden on small 
mal firms should be reduced in relation to larger companies. 
6. Delays in tax audits of smaller firms impose management uncertainties 
which impair small business planning and jeopardize growth. 
We recommend 
sar’ 1. That business earnings under $5,000 be regarded as a bare minimum for 
survival and that the first $5,000 of income either be exempted or subject to not 
t to more than a nominal rate of 10 percent. 
sn 2. That a reinvestment allowance up to $30,000 or 50 percent of income 
sed (whichever is less) be granted to independent companies—that is, not more 
than one such allowance within any group of companies under common control. 
all 3. That all companies be given the right to establish their own rates of depreci- 
y ation (see p. 11) at the time of purchase of either new or used capital equipment. 
fled 4. That payment of estate taxes be authorized for deferment over a period 
to a maximum of 10 years for any estate where as much as one-half the value 
on, is represented by an equity of 25 percent or more in any business enterprise. 


5. That Government audits of small business tax returns shall be completed 
within each current tax year, and that automatic clearances be given to any small 
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firm (assets under $1 million) at the conclusion of the 12-month period after 
filing of its tax return. 
TERMINATION SETTLEMENTS 


In June 1958, the value of unsettled claims on terminated defense prime and 
subcontracts was reported as approximating $6 billion. This figure exceeded an 
entire year’s planned expenditures for military research and development and 
missile production, combined. 

Termination settlements are currently handled under rules developed within 
the provisions of the Armed Services Procurement Act of 1947. These provisions 
repre the procedures previously effective under the Contract Settlement 
Act of 1944. 

Two principles embraced in the Contract Settlement Act—which generally 
resulted in fair, fast and final settlement of the greatest termination volume in 
history—are missing from present practice: 

1. Assurance of reasonable profit allowance on the preparations and work 
done on the terminated portions of a contract; 
2. Interest on the termination claim as an incentive to quick settlement. 

It has been observed that prime and upper-tier subcontractors are generally 
unwilling to pay the claims of their subsuppliers until the final approval of prime 
termination claims has been made and paid. Endless reviews, audits and arbi- 
trary disallowances, as well as prolonged delays, typify the position of many 
subcontractors and subsuppliers. 

It is evident that the loss of working capital tied up in delayed settlements is 
seriously hampering recovery during the recessive period. 

We believe 

1. An immediate and thorough review of laws, regulations, and procedures is 
necesssary. 

2. Indications that settlements are being deferred because contracting per- 
sonnel are too busy placing new orders should be investigated. 

3. Interest on termination claims is equitable compensation for a contractor's 
added cost occasioned by having to operate without benefit of the funds tied up in 
a termination. 

4. Interest on termination claims is necessary to provide incentive for fair and 
fast settlement. 

5. Increased authority for settlement of subclaims (and provision for prompt 
reimbursement to primes) should be delegated, subject to review only for ques- 
tions of fraud or misrepresentation. 

We recommend: 

1. That an administrative study be made of the termination problem, including 
thorough hearing of industry, with a view towafd early promulgation of more 
effective rules and procedures, together with recommendations for amendment 
of law, if deemed necessary. 

2. That allowance of interest on claims be provided from the date of presenta- 
tion. 

8. That increased subclaim settlement authority be accompanied by provision 
for reimbursement and a program of surveillance to assure that pending settle 
ments are processed with rapidity. 


STRATEGIC INDUSTRIES ASSOCIATION 


“Officers 

President: T. C. Coleman. 

Vice presidents : Harvey O. Riggs and E. C. Burkhart. 
‘Treasurer : Don L. Leavitt. 

Secretary : T. D. Caswell. 

Executive director : John Marschalk. 


Directors 
‘Term expires 1959: 
E. C. Burkhart, president, Genisco, Inc. 
Duane Denney, vice president, Mid-Continent Manufacturing Co. 
William Eaves, general manager, Calcor Corp. 
Harvey O. Riggs, president, International Electronic Research Corp. 
Alvin L. Schoellerman, president, Altamil, Inc. 
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Term expires 1960: 
T. C. Coleman, president, Coleman Engineering Co., Inc. 
Don L. Leavitt, president, Airaterra Corp. 

James L, Mahony, president, Mahony Engineering. 
Fred Morgan, president, Product Techniques, Inc. 
Fred M. Wells, president, Fred M. Wells, Inc. 

Term expires 1961 : 

T. D. Caswell, assistant to president, Air Logistics Corp. 
B. H. Fortner, president, Conair, Inc. 

Lisle D. Horton, president, Kittell-Lacy, Inc. 

Gordon W. Jenkins, president, Anachrome Corp. 

Paul Silverstone, president, Electroforms, Inc. 


Mr. Araer. Mr. Jenkins, if I might state further, we must go to 
the floor to answer a rollcall, that is why a number are absent at the 
moment. 

In lieu of asking questions, I want to tell you I am very impressed 
with your statement as I have been with other statements this morn- 
ing. I want you to know I shall study this further and look forward 
1 eee your booklet as I know other members of the committee 
will. 

(The following memo was received by the committee :) 


DEPARTMENT OF THE NAVY, 
OFFICE OF THE SECRETARY, 
Washington, May 5, 1959. 


MEMORANDUM FOR THE GENERAL COUNSEL, OFFICE OF THE SECRETARY OF DEFENSE 


1. In response to a telephonic inquiry from Mr. Martin Reinstein, Office of 
the Assistant Secretary of Defense (Supply and Logistics), regarding the testi- 
mony of Mr. Gordon W. Jenkins before the House Ways and Means Committee, 
the below data regarding Navy contracts NOrd 14802 and NOrd 15601 for the 
procurement of Mighty Mouse 2-inch .75 rocket motor tubes is furnished for your 
information. 

2. The prime contractor was Norris-Thermador Corp., Los Angeles, Calif. 
The subcontractor was Anodite, Inc., Los Angeles, Calif. This company is 
located about 7 miles from the prime contractor. 

8. The Bureau of Ordnance authorized the procurement of anodizing equip- 
ment (Hanson Van Winkle) in June 1954 at a cost of approximately $112,000. 
The equipment was provided to the prime contractor by a facility contract 
(NOrd(F) 1699) and was installed in October 1954. In the award of negotiated 
supply contracts with the prime contractor, the use of anodizing equipment on a 
rent-free basis was a consideration in the award. The equipment was utilized 
until December 1955; approximately 1 million tubes were anodized during that 
period. In October 1957 the equipment was sold as excess for the sum of 
$11,293. 

4. The equipment was supplied to the prime contractor for the following 
reasons : 

(1) To reduce the cost of processing the tubes. Before installation of the 
anodizing unit at the prime contractor’s plant, the anodizing of the rocket tubes 
was subcontracted at a unit cost of 15 cents per tube. With the additional 
handling and packaging required for shipment to the subcontractor, the total 
cost to the Navy was about 17 cents per tube. The cost of anodizing these tubes 
in the prime contractor’s plant with integrated anodizing equipment operating 
was approximately 6 cents each. The difference in price does not indicate any 
unreasonable charge, but is the result of inclusion of a profit to the subcontrac- 
tor, additional overhead expenses which had to be absorbed by the subcontractor, 
and, primarily, because the subcontractor was performing this work on general- 
purpose equipment which could not be expected to operate as efficiently as 
facilities especially designed for this particular item. 

(2) It was necessary to establish a production base for these rocket tubes 
with a monthly capacity of 96,000 tubes on a 1-8—5 basis which could be trebled, 
if necessary, by operating the same equipment on a 3-8-6 basis. The objective 
of establishing such a base is defeated unless all of the equipment for essential 
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operations is available on an emergency basis. ‘To assure this availability, it was 
decided to furnish special anodizing equipment to the prime contractor. 

(3) To reduce the inventory of inprocess parts. The use of a subcontractor 
for the anodizing operations required an increased investment in materials and 
inprocess parts. This increased inventory was necessary to offset the additional 
time required to package and ship semifinished parts to the subcontractor. In 
addition, since the prime had no direct control over the operations being per- 
formed by the subcontractor, it was necessary to further increase the inventory 
in order to protect against unforeseen interruptions such as work stoppages 
and equipment breakdown. 

(4) Manufacturing operations are most efficiently performed when essential 
steps in a processing sequence are accomplished as a part of an integrated and 
balanced production line. Anodizing of these parts is an inherent step in their 
processing and could best be accomplished by using equipment which was spe- 
cifically designed for the individual component and was integrated into the 
total operation. This is particularly advantageous when the operation involves 
large quantities of similar parts. 

(5) The aluminum tubing material used to produce these rocket motor tubes 
is, by its nature, extremely susceptible to damage, such as scratches, dents, ete., 
which render the tubes unacceptable for their intended use. Additional han- 
dling and transportation increase the incidence of such defects and result in 
excessive rework and rejection of material. 

5. It should be noted that at the time (June 1954) the equipment was author- 
ized for installation in the Norris-Thermador plant there were heavy current 
and mobilization requirements for this rocket; there was no indication that 
these requirements would be subsequently curtailed. The diminution of re 
quirements was the determining factor in the decision to declare the equipment 
excess to the needs of the Government. 

6. In addition, to the best knowledge of the Navy, the subcontractor was 
aware that he was performing an interim function and that the anodizing of the 
tubes would be performed by the prime contractor as soon as the equipment 
was installed. 

7. In summary, the Navy believed that there were several important reasons 
for authorizing the installation of anodizing equipment at the Norris-Thermador 
plant in connection with the production of motor tubes for the 2-inch .75 rocket. 
The net cost of the equipment ($100.707) was amortized during the period of 
operation of the equipment when about 1 million tubes were processed at a sav- 
ings of $110,000 resulting from the differential between the outplant unit cost of 
17 cents and the inplant unit cost of 6 cents. These savings would have been 
much more significant if the then envisioned production rates had been 


continued. 
C. P. MILNE, 
Assistant Secretary of the Navy (Material). 

Mr. Kine. The committee will now recess for approximately 20 
minutes. 

(A short recess was taken.) 

Mr. Kine. Mr. Arthur Rock, will you come forward, please, and 
will you identify yourself for the record ? 


STATEMENT OF ARTHUR ROCK, HAYDEN, STONE & CO., NEW YORK 
CITY 


Mr. Rocs. Thank you, Mr. Chairman. 

My name is Arthur Rock. I am employed by the investment bank- 
ing firm of Hayden, Stone & Co.; my specialty is financing for small 
companies in the applied science industries. 

I am primarily concerned with small business, which I would define 
as companies doing less than $20,000 gross business a year. 

My testimony is limited to those concerns with whose problems I am 


most conversant. I do not know whether larger companies have 
quite the same problems. 
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The legislation under consideration is vitally important to small 
companies engaged in defense work. Such companies’ ability to get 
started or to expand is directly affected by their ability to raise capital. 

Moreover, the ability to attract the individuals who can make the 
important contributions necessary to start a company or to make a 
small company grow, are also directly affected by the Renegotiation 
Act. 

Small scientific companies are important to the economy and to the 
defense effort, but these companies are only as good as the people in 
them. 

The kind of entrepreneurship necessary in this area stakes its very 
existence on the validity of a single or very few scientific concepts 
or ideas. 

This is true with applied science companies more than in any other 
field of endeavor in the economy. Great scientific breakthroughs have 
been achieved by small companies although some of these older con- 
cerns have grown to the status of corporate giants. 

Nonetheless, a good part of our best managers and scientists do 
not feel at home under the protective and necessarily conformist 
umbrella of big, slow-moving corporations. 

The easiest way to motivate people in our economy as it exists 
today is hope of financial rama This is true of the investor, the 
business manager, and to an important extent the scientist. 

Let us first take the venture capital investor, without whose help 
small companies cannot grow or expand. These investors always 
have choices among competing investment opportunities. The loss 
ratio of venture equity is high and the losses are made up only by 
the few successful ventures that come through in a big way. As- 
suming two investment possibilities in the field of applied science 
of equal merit, one of which is or will be subject to renegotiation 
and the other with its profits limited only by management ability, 
the investor will naturally choose the latter. 

Now let us look at the small business manager or entrepreneur. 
Most of these individuals are willing to assume large personal risks 
and work long hours in hope of extraordinary financial rewards. 
Given a choice between entering a renegotiable industry or an industry 
where profits are limited only by ability, the entrepreneur will obvi- 
ously choose the latter. The same argument applies to choosing be- 
tween two products of equal merit when there are resources to exploit 
only one. 

The scientists who sang new ideas, products, and processes are, 
to a lesser degree perhaps, also motivated by economic considerations. 
One of the important ways to so motivate these individuals is by 
stock options. Again, given a choice, the scientist will choose the 
company where profits are not limited by an artificial outside influence 
such as renegotiation, because his stock option has the possibility of 
being worth more. 

Small scientific companies unable to earn a sufficient return on 
equity and sales and with their executive’s time occupied by adminis- 
trative problems may end up in mergers with bigger companies. 
These bigger companies have both the funds and the staff to handle 
such problems. is can only result in a loss of individuality and 
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constitutes a potential danger to the great advantages and opportuni- 
ties offered by small companies to the economy. 

It has been my experience, having advised many such companies 
on their capital problems or having considered such companies as 
investment possibilities, that a company subject to renegotiation finds 
it more difficult raising capital than a company not so burdened. This 
difficulty is superimposed on another, namely, that new companies 
must compete with older ones in the capital market and the latter 
have a material advantage in a demonstrated earnings hi : 

Further renegotiation has several other direct effects. First, it 
takes the time of top management away from more important prob- 
lems of research or production. Small companies are not textbook 
examples of so-called management in depth. They are run by a few 
or even one executive whose time is necessarily limited. Second, 
incentive to close cost control is dulled, since additional profit may 
be renegotiated away. Third, renegotiation is expensive since it 
nearly always involves high priced legal talent. Such funds and ef- 
forts directed to this activity could be used in a more constructive 
manner. 

There is one other aspect of the problem worth mentioning—the 
waste of time and money as a result of renegotiation. If toward 
the end of the year a company realizes that it is going to make a 
profit that renegotiation will take away, management will spend those 
— so that there is no renegotiable profit. These expenditures, 
hastily made near the close of the year, are usually on ill-conceived 
projects and are spent most inefficiently, since they cost the company 
nothing. 

I, therefore, maintain that the citizens of the United States are 
deprived of worthwhile, if not essential ideas and products, because of 
the pernicious effects of the Renegotiation Act. It seems to me that 
managements will tend to concentrate on those ideas and products 
which will not be subject to renegotiation ; scientists will tend to work 

_for them and certainly investors will be more willing to invest in them. 

On the other hand, without renegotiation the Government’s posi- 
tion as a purchasing agency is protected by powerful forces including : 
(1) Competitive bidding, (2) cost analysis of proposals, and (3) 
general and specific knowledge of price structure for purposes of 
comparison. 

The Government would, in fact, we placed in a much better position 
since closer cost control could probably create savings and bring 
down prices, and also allow more concentration on scientific and pro- 
duction efforts. 

I would, therefore, recommend that small companies with sales of 
under $20 million, in which field I have had direct experience, be 
exempt from the Renegotiation Act. 

Thank you. 

Mr. Kine. Thank you, Mr. Rock. 

Are there any questions? 

Mr. Mason. Mr. Rock, I consider your testimony very plain, very 
_— and to the point, and that is rather unusual in testimony before 

is committee. 

Mr. Kine. Thank you again, Mr. Rock, for appearing before the 
committee and giving us the benefit of your views. — 


re 
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Mr. Holbrook, will you come around and identify yourself for the 
record ? 
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STATEMENT OF JOHN K. HOLBROOK, NEW YORK CITY 


Mr. Horsroox. I am John K. Holbrook, Mr. Chairman, of New 
York. 

Mr. Kine. Will you proceed with your testimony, please, sir. 

Mr. Hotproox. Thank you. 

Tam general counsel to small companies in various fields of industry, 
with sales volumes of between $2 and $15 million annually. As 
respects three of them, a large part of their business is for Government 
end-use. I urge that in any extension of the Renegotiation Act, provi- 
sion be made for consideration of the extent to which there is concen- 
trated in the year under renegotiation review, profits resulting from 
the development and improvement of a product during prior years of 
lesser profits. 

I ask this committee to give recognition to the cyclical pattern which 
is frequently characteristic of small company operations. By the 

resent carryover provisions of the Internal Revenue Code, Congress 

as recognized that for income tax purposes a company’s business often 
operates in cycles. 

As recently as 1938 the law provided for no carry-over of losses. 
Now, the combination of 5 years carryover and 3 years carryback 
provisions, is an acknowledgment that a company’s cycle may extend 
over a period of even 9 years. 

Actual operating losses are already given some recognition in the 
Renegotiation Act. I am interested in reducing the inequities which 
result when a long program of design and development engineering 
culminates in a concentration of profits in a single year or so, perhaps 
to the customer-Government’s benefit, but to the contractor’s detriment. 

Failure to make provision in the Renegotiation Act for this obvious 
phenomenon has borne heavily on small companies. Companies in 
big business with a variety of products all merged in an overall re- 
negotiation, may take care of their cycles in their own way, but not 
the small, one-major-product company. 

Accordingly, I propose this relief primarily for the small company. 
It would bring it within very conservative limits if it is granted only 
with respect to a cycle in which there has been development and im- 
provement in a product manufactured for government end-use whose 
maximum profitable volume has been reached in the year under re- 
negotiation. 

I propose that before any profits are labeled excessive, the Renego- 
tiation Board be authorized to give consideration to the profit situa- 
tion during the development vears. If in applying the present stand- 
ards of the act, the Board should find prima facie excessive profits, 
the Board should then test them for adjustment downward by apply- 
ing a factor related to the product development and improvement years 
of the cycle. 

For illustration I can refer to the experience of one of the com- 
panies with which I have worked for 20 years. Allied Control Co. 
was organized in 1938 primarily to develop and engineer relays. A 
relay is an electronic switch which opens and shuts off current when 

activated magnetically or otherwise. Relays are small but highly 
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essential items in the most critical devices and equipments of national 
defense. Guided missiles, early warning systems, and warcraft all 
contain hundreds of them. 

The importance of a relay may be indicated from a recent news re- 
port in connection with the near fatal 29,000-foot dive of a jet airliner. 
At a hearing before the CAB, an engineer testified that there was 
malfunctioning due to shock in a hermetically sealed relay which was 
part of the autom:tic pilot. 

This comment is indication of the importance of relays and also of 
why relays are subjected to what might be called total inspection and 
testing. 

I now show the committee a panel of relays designed by Allied Con- 
trol, many covered by its patents. I will refer to them again later. 
Juke boxes have relays, but these are not juke box relays. They are 
quality relays that were and are used in the top priority war and de- 

ense devices. 

Of Allied’s relays, approximately 90 percent are manufactured for 
government end-use in defense. Sines its organizations Allied has 
specialized in the design and engineering of its own ways. Its busi- 
ness is definitely cyclical in its renegotiation aspects. Its first cycle 
covered the design years 1938-40 and continued through the war to 
1945. Its profits came under renegotiation only in 1942. It had no 
previous profits of consequence and by 1943 and 1944 it had been ex- 
tended to plants in New York, Connecticut, Chicago, and elsewhere, to 
produce the volume of relays required of it by the armed services, with 
the result that in the later war years, for a small company it had really 
too much on its hands to operate very profitably. Allied’s war cycle 
ended abruptly with a 100 percent contract cancellation in August 1945. 

Allied’s key engineers stayed faithfully with it through its re- 
organization in 1946 and 1947 and got its second cycle under way with 
new relay improvements which our armed services found so essen- 
tial in Korea. In that period Allied’s designs were again in such 
demand that to add to its own production it engineered its relays into 
a division of General Electric Co. as its subcontractor-producer. 
Allied’s profits were such as to attract renegotiation attention only 
in the year 1951 of this cycle. 

A third cycle started in 1952 in which emphasis was placed on 
miniaturization in relays—reduced space, reduced weight, and in- 
creased efficiency. Allied was a leader in this program. It designed 
and filed patent applications on its miniature relays by 1954. It was 
the first to receive Wright Field approval. Research, design, en- 
gineering, modification, prototype manufacture, tooling, sample pro- 
duction, testing, orders, and finally, substantial production, marked 
its 1952-57 cycle of miniature relays. A production peak of the 
cycle covered the last part of 1956 and continued until the sharp cut- 
back in Government procurement which accompanied the commence- 
ment of the recession in late 1957. 

Allied is now in the development stage of a sub-miniature cycle 
featuring also-an advanced reliability program in which Allied has 
been selected for leadership. 

Allied’s cycles are illustrated in the panel display exhibited to this 
committee. Each line of relays reflects a cycle which contains design 
and development years for the improved relay which attains a year 
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onal or so of peak profitable volume. Of course the relay designs of one 
t all cycle are also produced in the next but Allied might then be compet- 
ing against Chinese copies of its own designs. 
s re- In the exhibit the lowest is the Second World War relay. 
ner. Next are the Korean relays. 
was Third are the miniature relays and the top are the subminiature. 
was Let us now apply renegotiation plus carryover and income-spread- 
ing theories to these cycles. In the World War cycle of 1938-45, 
o of Allied made no “renegotiable profit” except in 1942. In the Korea 
and cycle of 1946-52, it made no “renegotiable profit” except in 1951. 
That it would be inappropriate to find excessive profits under any 
‘on- reasonable carryover or income spreading policy in either 1942 or 
iter. 1951 may.be seen from the fact that for the years from 1941 to 1951, 
are which include all our World War ITI years and most of Korea, Allied 
de- paid the Federal Government more in aggregate taxes on income than 
its aggregate net profit for the period. In other words, its net. result 
for was a contribution of its capital. 
has The next year for which Allied has had a renegotiation assessment 
usi- was 1956 when the sales and production of its miniature relay came 
yele to a peak. A profit allowance to a company for any renegotiated 
r to year may be translated into a percentage on its sales volume for that 
no year. In respect to Allied’s 1952-57 cycle, the average actual profits 
ex- for the entire period were within the profit percentage allowed to 
, to Allied in connection with its 1956 renegotiation. 
vith In this-age of rapid technological advance and accelerated obsoles- 
lly cence, Allied’s experience is similar to that of many companies which 
rele design critical products for end-use in defense. Certainly, the cycle 
45, of design, rah, manaomerg production, and then concentration of vol- 
re- ume profit in a year or so, occurs in numerous instances. 
‘ith Recognition of the cyclical phenomenon in renegotiation requires 
en- further departure from renegotiation of the profits of one fiscal year 
uch without regard to the developments of other years. Renegotiation 
nto should not be bound to the single fiscal year. The Renegotiation 
"er. Acts were originally adopted to meet an extraordinary situation, that 
nly is, profiteering in shooting wars. In such circumstances, the prin- 
cipal test had to be workability. If, however, renegotiation is to be 
on a permanent. part of cold war, which, it appears, will be our normal 
in- state of existence insofar as the future is foreseeable, it should be 
1ed permitted to conform more closely to the business fact that no one 
ras year is wholly separable from another. 
n- I am not suggesting any elaborate formula, or, in fact, any formula 
ro- of any kind. The Renegotiation Board is a body of extensive ex- 
ed perience and seasoned judgment. It will be sufficient, I am sure, if 
he the act as extended provides that the Board is to give consideration 
it- to this cyclical phenomenon ‘without applying concepts of normal or 
re- so-called historical earnings which are inapplicable in such situations. 
May I comment. parenthetically that when in a renegotiation I see 
cle the expression “historical earnings,” I feel for the small company. 
1s I work with one in the chemical field that has not needed renegotia- 
tion treatment in recent years. Since it has (1) lost two of its top 
1is people, (2) lost its inventory uninsurable in the 1955 flood, (3) cov- 
on ered the initial losses in 1956 of a newly acquired plant, (4) shared 
ar in the 1957 recession, and (5) accepted in 1958 for good will, the 
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return from its largest customer of a staggering amounts of goods 
which the customer could not convert to the Navy’s requirements. 
Conceivably, its developments could not produce well earned profits 
which would appear execessive under a historical earnings approach. 

In conclusion, I suggest that section 103(e) which states the fac- 
tors to be considered in renegotiation, be amended to include as a 
further factor, any significant concentration in the fiscal year under 
review, of sales and profits resulting from development and improve- 
ment over prior years, of a product for ultimate Government use, 
and the extent to which as respects such one allowance mn equit- 
ably be made by reason of the lesser sales and profits of such prior 
years. 

Mr. Kine. Does that complete your statement, Mr. Holbrook ? 

Mr. Horsroox. Yes, Mr. Chairman. 

Mr. King. The committee wishes to thank you for what I consider 
to be a very interesting statement. 

Are there any questions ? 

Tf not, we again thank you. 

The CHarrman. We will now hear from our colleague from New 
York, the Honorable Abraham J. Multer. 

Mr. Multer, will you please come forward to the witness table? 

We appreciate having you with the committee this morning, Mr. 
Multer, and you are recognized. 


STATEMENT OF REPRESENTATIVE ABRAHAM J. MULTER, OF 
NEW YORK 


Mr. Movrer. Mr. Chairman, I am grateful for the opportunity you 
have granted me to submit to your committee my views on amend- 
ments to the Renegotiation Act of 1951. As an aid to small business, 
I have introduced H.R. 6670, to amend the Renegotiation Act of 1951. 

As a member of the House Small Business Committee and chair- 
man of its Subcommittee on Small Business and Government procure- 
ment, I have had close contact with the problems and difficulties that 
small business has encountered under the Renegotiation Act. It is, 
therefore, the purpose of my bill to attempt to remedy some of these 
difficulties. 

In the 84th Congress, the Renegotiation Act of 1951 was amended 
to increase the minimum amount subject to renegotiation from 
$500,000 to $1 million. With the rise in the cost of labor and mate- 
rial, it should definitely be increased again. It should be obvious 
that with the increased cost of production the beneficial effect of the 
$1 million exemption granted by the amendments in the 84th Con- 
gress has been nullified. 

An evaluation of the most recent statistics published by the De- 
partment of Defense on eat clearly indicates that the per- 
centage in dollar value of procurement business going to small busi- 


ness is on the decline—in fact, from a figure of approximately 25 
percent in 1954, it has now dwindled to approximately 16 percent. 
Consequently, it becomes apparent that the remaining “place in the 
procurement sun” for small business under the present Department 
of Defense policies is in the subcontracting program. 

I am not asking for, and have never requested, any special subsi- 
dies for small business. All that I have asked for small business is 


yew 
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an equal opportunity to compete for Government procurement. 
There is no doubt that the technical skills of small business are a 
necessary element in our national defense. 

It is my opinion that the present operation of the Renegotiation 
Act of 1951, as amended, is a deterrent to responsible and capable 
small business concerns active in defense work. In amending the 
Renegotiation Act of 1951, my bill proposes to provide definite assist- 
ance to small business. One of its major factors is to encourage sub- 
contracting in Government procurement to provide incentives for 
small business concerns and to encourage prime contractors and 
upper-tier subcontractors to subcontract the maximum proportion of 
their contracts and subcontracts with small business concerns. In 
so doing and in adopting the amendments I offer, Congress again 
would reaffirm its long-standing policy of assuring small business 
concerns a fair share of contract awards for goods and services which 
are needed by the various Government procurement agencies. 

My bill proposes that a fair profit allowance should be given as a 
reward to contractors who achieve economies through their small 
business contracting program. 

It is my opinion that one of the reasons why small business concerns 
engaged in defense work find it increasingly difficult to continue profit- 
sha operations is because of handicaps which are embodied in our 
procurement system. Among some of the handicaps encountered by 
small business are “free plants” and equipment available to large 
prime contractors. These are encountered in military cancellations or 
stretchout programs where the large prime contractors have a habit of 
not only canceling out every possible subcontract but where they en- 
gage directly in competition with their former subcontractors. Appar- 
ently this is done by the prime contractors on the theory that. for every 
dollars’ worth of work done in their own plant they are afforded an 
opportunity for more favorable pg ages in the renegotiation allow- 
ances. This practice has occurred in many instances in the past and 
is not restricted to periods of stretch-outs or cancellations but to 
pares when the large prime contractors are lacking in defense work. 

his shortsighted policy of the large prime contractors aided by the 
opportunities under the Renegotiation Act are responsible for hun- 
dreds of small manufacturing concerns either curtailing operations 
or going out of business entirely. The skills, ability, and initiative 
are completely lost when small business concerns are driven out of 
defense work. This elimination of small business from the defense 
potential narrows the buying base, and the Government becomes de- 
pendent upon fewer and fewer firms. In view of the absolute neces- 
sity for the maintenance of small business in our defense effort and 
the narrowing down of subcontracting, it becomes ever more impor- 
tant that the impediments of the Renegotiation Act must be eliminated 
or so modified as to encourage subcontracting. The failure to do this 
will cause more and more independent business firms to disappear from 
the defense production picture. 

It is the intent of my amendments to the Renegotiation Act of 1951 
“m remedy this evil. My amendments to the act attempt to do the fol- 

owing: 

Section 1 declares the policy of Congress to be: (1) to encourage 
subcontracting in Government procurement in order to provide in- 
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centives for small and independent business concerns, (2) to encourage 
prime contractors and subcontractors to subcontract the maximum pro- 
portion of their contracts and subcontracts to provide the proper profit 
motives for small and independent business concerns, and (3) to ex- 
pand the Government procurement base by providing incentives and 
encouragement to small and independent business concerns. 

This section reaflirms the long-standing policy of Congress which 
assures small business a maximum proportion of the contracts for 
goods and services awarded by the procurement agencies of the Gov- 
ernment. 

Section 2 of my bill is designed to encourage large prime contractors 
to attain the maximum in subcontracting to smaller concerns. By its 
language the section includes the Department of Defense and all other 
procurement agencies. The amendment in section 2 also provides that 
a fair profit allowance should be given as a reward to a contractor who 
achieves economies through a small business subcontracting program. 

Section 3 increases the minimum dollar amount subject to renegotia- 
tion from $1 million to $2 million. In this connection, I would like to 
indicate to the committee that an examination of the records of the 
Renegotiation Board would reveal that the bulk of the dollars recap- 
tured by the Board come from the top 100 defense contracting firms 
and that only meager sums are recovered from the smaller defense 
contractors. 

Section 3 also provides for exclusion of subcontracts from renegotia- 
tion of those contracts awarded to the lowest acceptable bidder as a 
result of competitive bidding in which three or more responsible and 
competitive bidders have taken part, provided that the subcontractor 
is not owned, controlled, affiliated with, or a subsidiary of the prime 
contractor. 

Section 4 is designed to help the small manufacturer who caters to 
defense needs. There are many concerns which make standard items 
peculiar to industry but do not have the facilities or opportunity to 
create a demand in another industry or from the consuming public. 

I firmly believe that the adoption of my-amendments to the Rene- 
gotiation Act of 1951 as amended would widen the defense purchasing 
base and aid small business. 

Thank you for granting me this opportunity to be heard. 

The Crarrman. Mr. Multer, we thank you, sir, for coming to the 
committee and discussing these problems with us. You have made a 
very fine statement. We appreciate it. 

Mr. Mourer. Thank you, Mr. Chairman. 

The CHatrmMan, Any questions? 

Thank you, sir. 

This testimony completes the docket of these hearings on the exten- 
sion of the Renegotiation Act. 

The committee appreciates the information which has been supplied 
on this subject. 

The record of the hearings will remain open until the close of busi- 
ness Friday, May 1, for receipt of any further data, memorandum, and 
so forth, which have been requested. 

The hearing is now closed. The committee will stand adjourned 
until 10 a.m., tomorrow morning, when it will meet in executive ses- 
sion pursuant to the prior notice. 
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ize (The following material was received by the committee :) 

aa STATEMENT OF KAHL K. Spriaas, CHAIRMAN, PuBLIC CONTRACTS COMMITTEE, AD- 
fit MINISTRATIVE LAW SECTION, AMERICAN BAR ASSOCIATION, ON PROPOSED RENEGO- 
eX- TIATION ACT EXTENSION 

nd The Renegotiation Act (50 U.S.C.A. App. 1211 et seq.) is scheduled to expire on 
; June 30, 1959, after an extension of only 6 months, enacted by the Congress at the 
ich last session. H.R. 5123, introduced March 2, 1959, would extend the statute for 
for 2 years. In view of the stated intention of Congress last year that a full review 
— of the renegotiation process be made at the current session, Congress should 


make a full investigation of the procedures under the 1951 statute. 

To all intents and purposes this wartime measure, which has been continued 
ors on a supposed temporary basis, now appears to be headed for a quasi-permanent 
its legislative basis. It is a very vital and serious matter for the Government to 
take away a part of the contract price under contracts voluntarily entered into 


ao by the Government and contractors. It would seem that Congress should insure, 
rat by legislation, that due process obtain, in any renewal of the Renegotiation Act. 
ho Under date of February 20, 1956, the American Bar Association passed an of- 
m. ficial resolution relating to reform of the renegotiation process, as follows: 
ia- “Resolved, That the American Bar Association recommends to the Congress 
¥ the enactment of legislation (a) recognizing the adversary character of proceed- 
to ings before the Renegotiation Board and (b) providing a greater degree of pro- 
the cedural due process for contractors who are parties thereto. 
up- “Resolved further, That the section of administrative law is authorized to 
ms represent the association (a) to advance and support such legislation and (b) to 
advance and support appropriate changes in the Board’s procedural rules and 
nse practices to meet more adequately the requirements of procedural due process.” 

Some of the criticisms leveled at the renegotiation process underlying the 
ia- expression of the need for a greater degree of procedural due process for con- 
sa tractors who are parties in the renegotiation proceeding are as follows: 

1. The Board is required to make determinations which are not based upon any’ 
nd measurable objective standards. This objection to the legislation is emphasized 
tor by the fact that the Board publishes no decisions, rulings or other precedents for 
me guidance other than very infrequent staff bulletins on particular subjects. 

2. The Board bases its determination, in part, upon procurement information 

secured from Department of Defense officials and from other sources. This 

to evidence is not made available to the contractor and, since the affected party is 

ms not given an opportunity to examine and refute such evidence, the resultant 

to orders are arguably invalid on the ground that they involve a denial of procedural 
due process. 

i 3. The Board uses 18 U.S.C. 1905 (prohibition against disclosure of con- 

ne- fidential information) as a reason for almost complete nondisclosure despite the 

ng fact that section 111 of the Renegotiation Act provides that section 3 of the Ad- 


ministrative Procedure Act (publication of information, rules, opinions, orders, 
and public records) shall apply to “* * * the functions exercised under this 


title * 
the 4. Administrative, procedural, and other defects of the renegotiation process 
ea are not cured by a trial de novo in the Tax Court since (1) the burden of proof 


is on the contractor in all renegotiation cases and (2) the Tax Court generally 
refuses to substitute its own judgment for that of the Board (the expertise of 
the Board). In addition, and assuming a full and fair hearing in the Tax Court, 
it can be argued that due process is denied by a deferral of such hearing until 
after the end of a long juurney through the numerous stages of renegotiation, 


en - at none of which is the evidence against the contractor available to him. 
A basic deficiency in the present procedure seems to be the lack of a written 
ied record to support, and of a detailed statement of the facts and law underlying, a 


Renegotiation Board determination, 
The Renegotiation Act of 1951 was enacted to meet the need for defense pro- 


isi- curement in a period of grave national emergency.’ Its statutory progenitors, 
nd commencing in 1942, came from the necessity of negotiated procurement in time 


1 Report of the Joint Committee on Internal Revenue Taxation Relating to Renegotia- 
d tion, S. Doe. 126, 84th Cong., 2d sess., 1, 2, 19 (1956) ; Braucher, “The Renegotiation Act 
1e of 1951,” 66 Harvard Law Review 270, 272 (1952). 
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of war. As the Supreme Court stated, in Lichter vy. United States, 334 U.S. 
742, 754-5 (1948) : 

“The Renegotiation Act was developed as a major wartime policy of Congress 
comparable to that of the Selective Service Act. The authority of Congress to 
authorize each of them sprang from its war powers. Each was a part of a 
national policy adopted in time of crisis in the conduct of total global warfare 
by a Nation dedicated to the preservation, practice, and development of the 
maximum measure of individual freedom consistent with the unity of effort 
essential to success.” 

While the Court upheld the Renegotiation Act, as a wartime measure, never- 
theless, it pointed out the dangers of a broad delegation of unfettered adminis- 
trative authority, 334 U.S. 754, as follows: 

“In procedure which affects property rights as directly and substantially as 
that authorized by the Renegotiation Act, the governmental action authorized, 
although resting on valid constitutional grounds, is capable of gross abuse. 
The very finality of the administrative determinations here upheld emphasizes 
the seriousness of the injustices which can result from the abuse of the large 
powers vested in the administrative officials. We do not minimize the serious- 
ness of complaints whch thus may be cut off without relief in the name of the 
necessities of war and for the sake of the defense of the Nation when its sur- 
vival is at stake. We reemphasize that, under these conditions, there is great 
need both for adequate channels of procedural due process and for careful con- 
formity to those channels.” 

While renegotiation appears not to have been intended to become a permanent 
part of the law (S. Doc. 126, 84th Cong., 2d sess., p. 2), the temporary status of 
renegotiation has continued for some 13 of the past 16 years. Although request 
by the administration in 1958 was made for a 2-year extension of the statute, 
as has been said, an extension for only 6 months was enacted in order to under- 
take a broad review of the entire subject of renegotiation. House Report 2466, 
85th Congress, second session. 

If the temporary nature of the Renegotiation Act of 1951 is to be given quasi- 
permanent status by another extension for 2 years, then the administrative 
process should conform, to the extent practicable, to the more permanent fea- 
tures of Federal administrative law, as embodied in the Administrative Pro- 
cedure Act of 1946, 5 7.S.C.A. 1001 et seq. 

Section 111 of the Renegotiation Act of 1951, 50 U.S.C.A. App. 1221, exempts the 
functions of the Board from the provisions of the Administrative Procedure 
Act. except for section 3 thereof with respect to pvblic information, 5 U.S.C.A. 
1002. That exemption was not contained in the 1944 legislation. 

The Administrative Procedure Act came about, in part at least from the 
“conviction * * * that this power (of administrative agencies) was not suffi- 
ciently safeguarded and sometimes was put to arbitrary and biased use,” and 
it was purposed “to introduce greater uniformity of procedure and standardiz- 
tion of administrative practice among the diverse agencies.’ Wong Yang Sung 
v. McGrath (339 U.S. 33, 37, 41). Exemption from the Administrative Proce- 
dure Act of the Renegotiation Board proceeding has been criticized by the Con- 
gressional Judiciary Committees. (See, e.g., S. Rept. 111, 88d Cong., 1st sess.) 
An eminent group of lawyers, judges, and educators, constituting the legal task 
force of the second Hoover Commission,? unanimously recommended that the 
exemption in section 111 of the Renegotiation Act be repealed.* While the 
Commission itself did not approve the legislation recommended by the task force, 
that appeared to be because the latter was the only such group to draft and 
recommend legislation, although the statute creating the Commission did ex- 
pressly request that legislation implementing recommendations be sent to Con- 
gress (67 Stat. 144, sec. 9(b)). 


2James M_ Donglas, St. Louis, Mo., former chief justice, Supreme Court of Missouri: 
Edward L. Wright, Little Rock, Ark.: Herbert W. Clark. San Francisco: Cody Fowler, 
Tampa, Fla., former president, A.B.A.; Dean Albert J. Harno, Urbana, [1l.: James M. 
Landis, New York City: Carl McFarland, president, Montana State University: Ross L. 
Malone, Jr., Roswell, N. Mex., present ABA president: David F. Maxwell, Philadelnhia, 
former A.B.A. president: Harold R. Medina. U.S. circuit judge, 2d cir.: former Presiding 
Justice David W. Peck, anneals division. supreme court, New York: Reginald Heber Smith, 
Boston; Dean E. Blythe Stason, University of Michigan Law School: and Judge Elbert P. 
Tuttle, Atlanta, Ga. 

Task Force Report on Legal Services and Procedure 889 (1955). 
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It should be noted that the bills introduced in the last session of the 85th 
Congress‘ and at the present session would remove the Renegotiation Board 
exemption. It should be observed that repeal of the section 111 exemption 
would not automatically make renegotiation proceedings formal adjudication 
under the present Administrative Procedure Act or proposed Administrative 
Code. There would have to be a requirement in the Renegotiation Act itself 
for a hearing on the record. 

It has been argued that use of formal procedures at the Board level would 
result in excessive additional time and expense in the disposition of cases, to 
the detriment of the Government and the private persons involved. Those argu- 
ments were used against enactment of the Administrative Procedure Act in 
1946. Experience has demonstrated lack of substance in such arguments. In 


Wong Yang Sung v. McGrath (339 U.S. 33, 46), the court said: 


“Nor can we accord any weight to the argument that to apply the act to such 
hearings will cause inconvenience and added expense to the Immigration Serv- 
ice. Of course it will, as it will to nearly every agency to which it is applied. 
But the power of the purse belongs to Congress, and Congress has determined 
that the price for greater fairness is not too high.” 

The House Judiciary Committee on this subject, House Report No. 2133, 82d 
Congress, 2d session, has said : 

“The economy argument in behalf of these added exemptions (to the Admin- 
istrative Procedure Act) is also subject to criticism upon close examination, 
upon the ground that it has been overstated. However that may be, it is more 
important to note that when the Administrative Procedure Act was enacted it 
was recognized that additional cost was being added to the expense of Govern- 
ment, but that the benefit to be derived from a uniform system of administrative 
procedure would far outweigh the added cost. Furthermore, it is a basic 
American concept that the cost of insuring justice under law is worth whatever 
it may cost.” 

It has been mentioned that over 90 percent of the renegotiation cases before 
the Board are settled by agreement, but that does not establish contractors are 
satisfied with the presently constituted renegotiation process. The length of 
time involved in proceedings before the Tax Court, the overall litigation cost 
and the interest on the amount in question probably support the opposite con- 
clusion that necessity compels settlement. 

Analogy of the renegotiation process to that of the settlement of tax contro- 
versies seems imperfect because the latter concern the determination of taxable 
income based upon an Internal Revenue Code, detailed regulations, numerous 
rulings and precedents available to the public, whereas renegotiation, as now 
administered, seems to permit the exercise of practically unfettered administra- 
tive discretion. 

The provision relating to exemptions from the Renegotiation Act, 50 U.S.C.A. 
appendix 1216, sanctioning an unfettered and unreviewable determination by 
the Board that a contract is or is not exempt, i.e., does not have a direct and 
immediate connection with the national defense, ought especially to receive the 
attention of Congress. Expensive renegotiation proceedings can result simply 
because the Board has, by an edict, “determined” that a particular contract has 
a direct or immediate connection with the national defense. 

Under present procedure, the contractor must seek review of the Board’s 
decision before the Tax Court, which has jurisdiction to redetermine the amount, 
if any, of excessive profits. The Tax Court has consistently construed its juris- 
diction in renegotiation cases as being solely to determine the validity of the 
amount of excessive profits determined by the Board, and the contractor has 
the burden of proving that such additional determination was erroneous. The 
result seems to be a review as thugh the matter were before the Tax Court 


48. 4094, 85th Cong., 2d sess. (July 1, 1958) (sec. 1012-6), introduced by Senator 
Ervin for himself and Senator Butler. S. 1070, 86th Cong., ist sess. (Feb. 16, 1959) 
(sec. 1012-6), introduced by Senator Ervin for himself and Senator Butler. 

®Hearings on Administrative Procedure Before Subcommittee of Senate Judiciary 
Committee, 77th Cong., 1st sess., 70 (Agriculture Department), 178 (Labor Department), 
tt a i Administration), 269 (NLRB), 455-456 and 512 (ICC), 481 and 

—489 (FPC). 

6 Vaughn Machinery Company v. Renegotiation Board, 80 T.C. No. 100 (1958) : National 
Builders, Inc. v. Secretary of ar, 16 T.C, 1220, 1227 (1951) ; Providence Wool Combing 
Co. v. Secretary of War, 14 T.C, 979, 997 (1950) ; Greeves v. War Contracts Price Adjust- 
ment Board, 10 T.C. 886, 889-890 (1948); see Koehler, “Renegotiation: Evidence and 
Burden of Proof in Appeal Proceedings,” 45 Virginia Law Review 15-17; Braucher, ‘‘The 
Renegotiation Act of 1951.” 66 Harvard Law Review 270, 306. 
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mon appeal although the statute itself requires a de nove proceeding in the Tax 
urt. 

The authority exercised by the Renegotiation Board, in taking away a portion 
of the contract price, denominated “excessive profits,” is such under the 1951 
legislation, that further extension of the statute in peacetime ought to provide 
for improved administrative procedures in order to assure, as a matter of record 
on which complete judicial review can be obtained, that the Board’s determina- 
tions are supported by substantial facts and by the law, all of which are made 
known to the contractor concerned. 

The views hereinabove expressed, other than the formal resolution of the 
American Bar Association quoted at the outset, are those only of the chairman 
of the public contracts committee. 


STATEMENT OF WILLIAM T. DarpDEN, EprtorR AND PUBLISHER OF RENEGOTIATION 
Reports, RELATIVE TO THE EXTENSION OF RENEGOTIATION 


I want to thank the committee for this opportunity of presenting my views on 
the question of renegotiation. 

In a letter to the chairman, dated April 1, 1959, I expressed my views on the 
subject and a copy of that letter is attached as a part of this statement. I have 
been seeking ways to solve the difficulties that have arisen under the application 
of renegotiation for a number of years. The letter to Chairman Mills is an 
effort in that direction. 

Over the years many general techniques and principles for solution of the 
renegotiation problem have been urged upon the Congress. The question remains 
unanswered and will remain unanswered so long as renegotiation continues. 

However, after listening to the testimony presented to he commitee over the 
past 3 days it is my honest conviction that amendments proposed in the King 
bill, H.R. 5123, offer the best legislative standards for the efficient utilization of 
renegotiation, if the committee feel that circumstances justify a continuance of 
the concept. From the hearings one does not have to draw on imagination to 
conclude that it is high time for such a development. The Ways and Means 
Committee has made great improvement strides in other legislative matters 
under its jurisdiction; therefore, I hope we are not doomed to see no improve- 
ment in the application of renegotiation. H.R. 5123 will narrow the area of 
disagreement between contractors and the Board. And from this viewpoint it 
points to the revising of renegotiation in the right way. 

In addition to the amendments proposed in H.R. 5123 I urge the committee 
also to consider favorably the following suggestions contained in the attached 
letter to the chairman: 

1. Minimum amount subject to renegotiation, page 2. 

2. Determinations of excessive profits on a single fiscal year basis, page 3. 

3. Mandatory exemption for standard commercial articles and services, 
page 5. 

These proposals like H.R. 5123 are oriented to develop the renegotiation statute 
as a betier tool for determining the reasonableness of profits and make it apply 
only in those areas where it is considered as a necessary evil. In this statement 
I want to make some brief observations first, on sonre of the testimony presented 
to the committee and second, about why, in my opinion, we have these needless 
conflicts and misunderstanding of renegotiation which create situations that 
cry out for statutory improvement. 

Number 1 is the testimony of the Honorable Carl Vinson. Congressman Vinson 
has been in Congress since 1914, that is 45 years: hence, I was practically born 
a constituent of his. I honor and respect the Congressman just as much as any 
Member of the Congress. Nevertheless, that does not mean that I can’t disagree 
with him and on the question of renegotiation disagree I do. In summary, the 
principle points of disagreement are: 

1. The attitude of Congressman Vinson toward the profits of the aircraft 
industry has varied greatly over the years. First, he coauthored the Vinson- 
Trammell Act which by amendment placed a ceiling of 12 percent on aircraft 
profits. In his appearance before the committee he branded as unconscionable 
the profits of the airframe industry which are averaging around 7 percent before 
taxes and less than 3 percent after taxes. Actually, when we look at the value 
of the dollar today in real terms as compared to the value of the dollar in the 
Vinson-Trammell days and consider further that the industry today is doing a 
more complicated job, Congressman Vinson’s argument on unconscionable profits 
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is fundamentally in error. Second, back in 1956 the so-called Hébert subcom- 
mittee of the Committee on Armed Services conducted a very extensive study on 
aircraft production costs and profits. In its report the subcommittee said under 
part VII profits: “The subcommittee concludes, on the evidence, that there has 
been no showing that, on the average, the profits allowed are excessive.” This 
report was approved July 13, 1956, by Congressman Vinson as chairman of the 
Committee on Armed Services. Yet, on April 28, 1959, Congressman Vinson 
appears before the Committee on Ways and Means and said we must have rene- 
gotiation to recover these unconscionable profits. In my own mind I ean’t recon- 
cile Congressman Vinson’s approach for in each instance the basis used for the 
conclusion is the same. Are we, then, doomed to see no improvement in the 
application of renegotiation because Congressman Vinson interprets data one 
way in 1956 and another way in early 1959? 

2. This same report by the Hébert subcommittee and approved by Chairman 
Vinson, said in respect to renegotiation, page 3118, “Therefore, it is our urgent 
recommendation that the Ways and Means Committee review the subject of 
statutory renegotiation as a staff study has recommended in the best interest of 
the Government; and, while adhering to the principle of recovering excessive 
profits, at least provide the more specific rules or guidance by which the principle 
of renegotiation is to be applied.” Now when H.R. 5123, which will accomplish 
just what the Hébert subcommittee recommended with the approval of Chairman 
Vinson, is up for consideration, Chairman Vinson appears as a witness in opposi- 
tion. Moreover, he very forcefully recommended a continuance of a system of 
renegotiation which in 1956 he, in effect, said needed specific legislative “rules or 
guidance.” 

3. In his testimony before the committee, Congressman Vinson referred quite 
frequently to the statutory factors contained in the Renegotiation Act, and the 
fact that the law required the Board to take them into consideration. Again, 
looking back at the Hébert subcommittee report we fiind on page 3117 this: “We 
are concerned with the Renegotiation Board regulations which provide that their 
prior actions are not ‘controlling precedents’ and the ‘formula of an overall 
evaluation.’ Why these factors are not capable of explanation has not been 
satisfactorily answered, as far as we are concerned.” It appears that the Hébert 
subcommittee had some definite reservations about whether the so-called statu- 
tory factors were being applied, and Congressman Vinson concurred. But now 
he lays great stress on the same factors. 

4. IT cannot agree with Congressman Vinson’s version of the capabilities of 
our military procurement people. Many of these people have made a career of 
Government procurement, they have at their finger tips more cost data than any 
commercial firm they are dealing with, hence they are in as equal if not better 
position than the companies. Furthermore, I think if the data were compiled 
the savings these procurement officials have negotiated for the Government would 
make renegotiation refunds look very insignificant. I am positive that savings 
under redeterminable contracts alone exceed renegotiation refunds by hundreds 
of millions of dollars. We know that savings to the Government under incentive 
provisions far exceed anything recovered by renegotiation. When Congressman 
Vinson talks about the capabilities of procurement personnel it brings to mind 
the question “What are the capabilities of the Renegotiation Board?’ Does the 
Renegotiation Board have employees who by background have the experience to 
determine the reasonableness of profits of the aircraft and electronic industries? 
IT think the taxpayers would feel more secure with the husbandry of their tax 
dollar in the hands of the procurement people, who deal with the problem every 
day, than in the hands of the Board who only see the operation on paper once a 
year. To disgress for a moment, this is equally applicable to that part of Con- 
gresswoman Griffith’s testimony today with respect to the eapabilities of the 
procurement people. The Congresswoman in explanation drew a comparison 
with the Ford Motor Co. If my memory serves me correctly, only a few years 
back the Ford Motor Co. completely overhauled its purchase operations and 
brought in a retired military man as a vice president to do the job. Evidently 
the Ford Motor Co. had more confidence in the capabilities of the military than 
the Congresswoman. 

5. Congressman Vinson stressed the need of renegotiation from the taxpayer’s 
standpoint. I wonder if the taxpayer feels that he is complimented when so 
much hard-hitting talk is devoted to the effort of protecting such a small part 
of his tax dollar. Profits represent the smallest nart of the defense procure- 
ment dollar. And if more profits can induce savings in the largest part of the 
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defense dollar—costs—it would be a very wise investment of the tax dollar. 
This would be the net effect if renegotiation were terminated. 

6. In the past 3 days the committee has heard a lot about the vast amount of 
Government-owned facilities employed by the aircraft industry, rent free. Con- 
gressman Vinson explained that the Government investment in plants and equip- 
ment was necessary when weighed on a set of practical scales. In this I agree. 
But what he did not explain is that the use of such facilities is one of the major 
reasons why airframe profits are so low even before renegotiation is applied. 
In effect, the Government is recovering its investment in the form of reduced 
profit allowances. Another point that Congressman Vinson omitted is the fact 
that the airframe industry is plowing back over 60 percent of its retained profits 
into equipment and facilities which will be of major importance to the future 
of our defense efforts. 

7. Finally Congressman Vinson justifies his recommendation for renegotiation 
to a large extent on the fact that over 80 percent of defense procurement is by 
negotiated contract. The mere fact that a contract is negotiated is no criteria 
that the profits that result are excessive. I am sure the record will show that 
in most instances the negotiated profit is at a lower level than would otherwise 
exist. And one thing is sure, in a negotiated contract the Government has the 
mechanics to reduce the profit by redetermination, without renegotiation, if on 
examination of actual cost, the profit appears out of line. 

Second, sincere renegotiation could and would be successful. But the present 
administrative system of renegotiation points in just the opposite direction. 
Instead of being the implementing servant of the statute, it has, to an undesirable 
extent, become its master. Naturally, therefore, any proposals for revision of 
the statute are bound to be resisted, simply because they represent a change which 
will cut across the unrestrained power of the Renegotiation Board (although a 
better sounding reason has ben advanced to explain the resistance). Moreover, 
the Renegotiation Board under the statute as it now stands feels secure and 
strong enough to keep the curtain down on its renegotiating techniques. Hence, 
there is no two sides to the renegotiating table, and the Board does not want the 
mechanics of its renegotiation changed. 

Renegotiation today is nothing more than an arbitrary application of intuitive 
judgment influenced by the quantity of profits, and I think, without further 
comment from me that fact has ben revealed to the committee in the 3 days of 
hearings. But, in a nutshell there you have the reasons for the conflicts and mis- 
understandings that have grown up with respect to renegotiation. In other 
words, it all stems from a ‘“‘one-way” street, and the contractor, regardless of 
the job he has done, is powerless to initiate facts which will overcome this frame 
of mind. 

In conclusion, the committee has had some very important points laid before 
it for consideration, not only points of errors resulting from the method of 
administration, but some very practical suggestions which I hope will be adopted. 


Apri 1, 1959. 
Hon. WILBUR 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

DEAR CONGRESSMAN MILL: Last year when your committee very wisely re- 
ported out a 6 months’ extension of the Renegotiation Act of 1951, for the stated 
purpose of undertaking a systematic study of the renegotiation problem we had 
an extensive exchange of correspondence prior to and after the committee action, 
and although I will file a more detailed statement with the committee in connec- 
tion with its hearing on April 27, 1959, this letter is a postscript to my previous 
letters to you. 

From my prior correspondence I am sure you know my position with respect 
to renegotiation. However, it may seem curious that a person like myself, whose 
whole effort is devoted to keeping industry advised on matters pertaining to re- 
negotiation should be interested in seeing the rengotiation concept terminated or 
limited in scope. But factual material speaks for itself and based strictly on 
data generated by the Renegotiation Board’s administration of the law, it is my 
conclusion that renegotiation should be terminated, but if the Congress feels we 
must have renegotiation beyond June 30, 1959, basic changes in the statute are 
needed, changes which will reflect in clear statutory language a harmonious and 
consistent application of the renegotiation law in the light of current procure- 
ment practices and economic conditions. This would remove from the renegotia- 
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tion concept the taint of profit confiscation which has accrued to the Renegotia- 
tion Act of 1951 under the spiral of unbridled administration. 

I have followed the administration of the Renegotiation Act of 1951 probably 
closer than any other individual outside of the Board itself. Asa result, I know 
the problems of a vast number of defense contractors and subcontractors under 
renegotiation. I know that they are as wholehearted in their patriotism as any 
other group. I also know they are just as opposed to excessive profits in defense 
contracts and subcontracts as any Member of the Congress or the Renegotiation 
Board. In principle they have no objection to the basic purpose of the Renegoti- 
ation Act of 1951. However, the admiinstration of the act has become a vicious 
misapplication of well intended legislation. Hence, defense contractors and sub- 
eontractors do, and rightfully so, object to an administration of the law which 
refuses to distinguish between an earned profit and an excessive profit, skims 
over superficially the stautory provisions—the factors—which the Congress pro- 
vided as the only medium of expression available to the contractor or subcon- 
tractor for setting forth the factors which measure the reasonableness of profits 
against actual performance. Frankly, Congressman Mills, we have reached the 
point in renegotiation where the history of its administration cries out for positive 
guiding legislation. 

Unfortunately, the Congress has been forced to vote in favor of extension 
after extension of the Renegotiation Act without the benefit of a thorough 
study and reappraisal of the problem by either the Ways and Means Committee 
or the Senate Finance Committee. To be sure, the staff of the Joint Committee 
on Internal Revenue Taxation made a study of the impact of the law in 1955 
and 1956, pursuant to section 6 of Public Law 216, 84th Congress, Ist session. 
This study and the changes in the law which resulted were improvements in 
the right direction. But it did little to eliminate the basic injustice that has 
grown up within the framework of the law. The committee report, document 
126, 84th Congress, 2d session, developed and recognized the reasons why rene- 
gotiation should be discontinued and made several references to its undesira- 
bility in principle, but these points were not pursued. Thus today, Congress- 
man Mills, defense contractors and subcontractors look to your committee to 
bring equity and justice into the operation of the Renegotiation Act, if it is 
to be extended. 

The history of renegotiation shows that the administrators of the act have 
not alwavs been honest with the Congress in presenting facts and figures of 
their methods of operations. For the Renegotiation Board the virtue of having 
each extension of the law come before the Congress in the heat of adjournment 
is the fact that it can obtain extensions on generalities without having factual 
data become visible. As a result, the Congress have not in the past had a well- 
rounded picture of the working of renegotiation, hence, it has been forced to 
vote in favor of each extension in more or less a shadow of darkness. I am 
therefore glad to see this inherent process of renegotiation extensions collide 
full force with your committee’s systematic study of the renegotiation prob- 
lems so that the Congress will have the benefit of the Ways and Means searching 
reappraisal of renegotiation before the law expires June 30, 1959. 

Since the enactment of the renegotiation concept the Congress has taken 
the position that it “could not write into the renegotiation statute precise 
standards to guide the judgment of the Board in renegotiation eases.” Thus, 
the application of renegotiation to defense profits is a matter of more or less 
free judgment exercised by the Renegotiation Board. While the act does direct 
the Renegotiation Board to consider profits earned in the light of certain factors, 
it has been apparent that the Board’s judgment establishes a prior right desnite 
the factual data (develoned bv the Board itself and presented by the comnany 
being renegotiated) which justifies the reasonableness of profits under the factors 
established by Congress. j 

While the Congress may feel that it cannot write precise standards of 
renegotiation it does have an inescanable responsibility to see that earned 
profits are not, imperiled by the freewheeling administration of renegotiation. 
In accomplishing this objective the Congress has two primary media of expres- 
sion. Firstly, it can update the statutory factors so that maximum clarity 
will be obtained in connection with the portions of profit reasonableness to which 
each is pertinent. Secondly, it can exclude from renegotiation those direct 
and indirect areas of defense procurement where excessive profits are precluded 
by comnetitive forces or types of contracts. 

In plain justice and plain commonsense an attempt is made in the balance 
of this letter to point up what I consider, based on observation of the actual 
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operations of renegotiation, the major areas that require remedial action by 
Congress. Therefore, I respectfully urge that the Committee on Ways and Means 
in studying renegotiation and framing its recommendations with respect to the 
future give serious and favorable consideration to the points stated. 


MINIMUM AMOUNT SUBJECT TO RENEGOTIATION 


Renegotiation case histories speak louder and more factual than any statements 
the Renegotiation Board make to the Committee on Ways and Means or other 
committees of the Congress. Actual renegotiation determinations that have 
been leveled against small defense industries demonstrate that the Renegotiation 
Board has not in fact embraced the national policy with respect to small business 
or recognized its importance to the defense effort. The primary source and 
permanent record from which this conclusion is drawn is the Board's own letters 
to small companies interpreting the reasons for a determination of excessive 
profits having been made. The arbitrary application of renegotiation, employed 
by the Board, restricts the growth ability of small business; it penalizes those 
who display initiative in developing and improving components for defense. 
However, I am not going to burden you at this time with unfortunate facts 
that have fallen on individual small defense companies under renegotiation. It, 
however, is not a picture that meshes with the Board’s comments to the commit- 
tee last July (pp. 38, 39, 40, 41, and 42 of the record of hearing held July 29, 1958). 

In 1956 the minimum amount subject to renegotiation was increased from 
$500,000 to $1 million primarily as an aid to small business. The reasons which 
justified that increase are just as valid or more valid today as justification for 
increasing the minimum amount from $1 million to $5 million. Such an increase 
would (1) encourage a larger participation of small business in the defense 
program, thereby increasing competition which benefits the Government cost- 
wise; (2) relieve the small contractor of the tremendous extra cost of accounting 
and administration required under renegotiation; and (8) remove one of the 
most damaging features of renegotiation for the small business concern. Under 
present renegotiation the status of a defense contractor's finances is unknown 
to management, its bankers and its creditors until renegotiation is concluded, in 
other words it is an unknown liability, and with case completion lagging 3 to 5 
years behind operations it is a situation on which no sound base can be estab- 
lished to plan future operations. The increasing pressure of competition in the 
small business field makes financing difficult when operational results and finan- 
cial status can be interpreted currently. Consequently, the weight of an unknown 
renegotiation liability adds significantly to the financing problems of small busi- 
ness. As a matter of fact, hundreds of small companies would have appealed 
the Board’s determinations to the Tax Court, but the unknown liability feature 
made the right of appeal purely theoretical for those who must depend pri- 
marily on bank borrowings to operate. 


DETERMINATIONS OF EXCESSIVE PROFITS ON A SINGLE FISCAL YEAR BASIS 


Section 103(e) of the act spells out the statutory factors which the Board must 
take into consideration. However, under the regulations issued by the Renego- 
tiation Board, part 1460.2(d) reads in part “* * * determinations of excessive 
profits will be predicated on the facts and circumstances of the year under 
review.” These key words from the Board’s regulations clearly indicate that 
in making a determination of excessive profits realized in, for example, fiscal 
year 1955, the Board concerns itself only with operations within the 12-month 
period under review. Whether this part of the Board’s regulations was adopted 
specifically to circumvent the statute or not, it has very effectively precluded 
factual evaluation of a contractor’s profits under an informed judgment proce- 
dure as provided by the law. 

Plainly, the results achieved in a production year are made possible by reason 
of research, design, development, starting load cost, and production education 
in the early stages of the manufacturing cycle. As a result of these early stage 
costs, prior to volume production, earnings in the first year(s) of the manufac- 
turing cycle are reduced, yet they are necessary to the manufacturing which 
contributed to -the earnings in the volume production year. Hence, under such 
circumstances the reasonableness of profits is not susceptible of factual analysis 
on the basis of any 1 year’s results. If the reasonableness of a profit is not 
measured on a full-cycle basis, how can the Board give factual consideration to 
a contractor’s operations under any of the six factors set forth in the statute. 
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The answer is simply that they (the Board) cannot and do not give such con- 
sideration. Nevertheless, determinations are being made on the basis of an 
analysis of 1 year’s operations. The fact is that it is through such an applica- 
tion of the law that the Board depends in order to falsely document determina- 
tion after determination on the basis of increased sales volume and increased 
rofits. 

Section 103(m) of the act provides for the carry-forward of losses sustained on 
renegotiable business. This provision is restrictive in that it applies to losses 
only. It does not offer any relief whatsoever to the contractor or subcontractor, 
while not having sustained an actual loss in any year, whose average profits in a 
5-year period do not represent a fair normal earning rate and are thus insufficient 
to support his operations. As I have pointed out before, it is inherent in defense 
business that there will be better than average profit years and years with below 
average results. If the Renegotiation Board takes away the profits on the above 
average years, without some offsetting consideration for the below average years 
jt is taking away the incentive, as well as the wherewithal for the contractor to 
continue in defense production. Frankly, Congressman Mills, I do not think that 
the Congress ever intended that renegotiation be applied in such a manner. In 
the first place the determination of excessive profits on a 1-year basis clearly 
violates the generally accepted principle recognized in our tax laws—that 1 
year is too short a period in the business life of a company to properly reflect its 
actual profitability for the purpose of leveling a tax. While renegotiation in 
theory is not a tax, it is in fact a hundred percent tax on profits which the Re- 
negotiation Board on queer and hypothetical judgment says are excessive. More- 
over, the statutory factors set forth in section 103(e) of the Renegotiation Act 
of 1951 directs the Board explicity and specifically to give favorable considera- 
tion to the named factors before a determination of excessive profits is made. 
Now I submit to you Congressman Mills—how can this mandate of Congress be 
operative when the administrators of the act deal with the profits of only 1 
year’s business, thus excluding the very basis that generated the profits under 
review? It is an unrealistic approach to determine whether profits are excessive 
or not. During the consideration of the Rengotiation Act of 1951 it was stated 
on the floor of the House: “The sole objective as well as the net result of a 
renegotiation proceeding is to make certain that the Government has paid no 
more to a contractor, directly or indirectly, than he should in good conscience 
be entitled to receive in the circumstances—in a word, that from the efforts of 
the Government to maintain the common defense for the common good, he has not 
accumulated more than a fair return or overall price fer what he has done.” 
This statement by Congressman Vinson (who introduced the legislation which 
became the Renegotiation Act of 1951) on the purpose of renegotiation has been 
castrated by the administrators of the act since a fair return on defense business 
eannot be factually determined on an evaluation limited to profits attributable 
to 1 year’s operations. Frankly, the Renegotiation Board has taken advantage 
of the fact that Congress did not write precise standards into the law and this 
policy of skimming over the stautory factors by limiting evaluation to 1 year’s 
operations is a glaring example. This is a matter for detailed examination by 
the committee, because remedial legislation is necessary. Such legislation 
should require the Renegotiation Board to measure profit reasonableness on the 
basis of all related factors within a manufacturing cycle. This step in renegotia- 
tion improvement is essential. Otherwise, the law will continue as it has from the 
outset to serve as an active agent for profit confiscation. 


EXEMPTIONS FROM RENEGOTIATION—GENERAL 


One of the major weaknesses of the Renegotiation Act of 1951 is that it was 
tailored after World War IT legislation. The 1951 threat of total mobiliza- 
tion of industry on a wartime basis was a highly persuasive reason for this 
legislative action, but, despite the fact that the threat did not mature and a 
number of piecemeal revisions have since been made into law, it has not been 
rescued from the war cloud. The fact is that the law is out of tune with many 
of today’s procurement methods and the areas of defense sales where the nor- 
mal economic and competitive forces operate freely. As a result, misleading 
conclusions have been reached by the administrators of renegotiation who follow 
the wartime theory, thus ignoring many of the fine points of congressional intent 
as expressed in the legislative history of the act of 1951. In short, we have 
reached the point where the application of renegotation should mesh with cur- 
rent conditions. The declaration of policy should aim the act at those spe- 
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cialized areas of procurement on which the administration has based its request 
for each extension, and not the mere fact that extensive funds have been appro- 
priated for defense procurement. 


PROFITS UNDER COST SAVINGS PROVISIONS OF INCENTIVE TYPE CONTRACTS 


Since the purpose of renegotiation, as expressed in its legislative history, was 
“to inake certain that the Government has paid no more to a contractor directly 
or indirectly than he should in good conscience be entitled to receive in the 
circumstances,” it is obvious that a contractor’s or subcontractor’s share in the 
cost savings provision of an incentive contract should not fall within the scope 
of renegotiation. The military have testified that the incentive contract is 
based on the expectation that the ultimate cost to the Government will be less 
than it otherwise would be, and if less, the profit to the contractor will be 
greater. Now, Congressman Mills, is it not rather futile for a defense con- 
tractor to bring profits in under incentive provisions through stepped up effi- 
ciency and other economies only to have them declared excessive profits through 
the application of renegotiation? Frankly, in this instance renegotiation is 
working at cross-purposes with the advantages to be gained by the Government 
under incentive contracts. Thus, that portion of profits attributable to the 
contractor’s or subcontractor’s share in the cost savings provisions of incentive 
type contracts should be exempt from the application of renegotiation. No 
doubt there will be self-serving statements issued by the administrators of the 
Renegotiation Act in opposition to such an exemption. Such statements un- 
doubtedly brand it as an unwarranted exemption from renegotiation of sub- 
stantial profits on defense contracts. Factually, however, the only branch of 
the Government that would be endangered by the exemption is the Renegotia- 
tion Board. The principal beneficiary from the exemption will be the Treasury 
Department, because such an exemption will call for a concentrated effort on 
the part of defense contractors to earn more renegotiation-free incentive profits 
and let’s not forget that out of every dollar saved the contractor gets 20 cents 
as incentive for the saving and the cost to the Government is reduced 80 cents. 
In addition, the Government will benefit directly from that part of renegotiation- 
free profits which are invested by the contractors in new facilities. 

The amendment proposed to section 103(e) of the act by the Department of 
Defense is an effort to obtain some special consideration for that part of profits 
attributable to cost savings under incentive contracts. It is an effort in the 
right direction. But factual experience shows that under present renegotiation 
administration it will not accomplish the purpose for which it is intended, 
simply because there is nothing proposed which will prevent the Board from 
continuing its practice of skimming over the statutory factors superficially. 
Therefore, if the Congress is truly interested in encouraging cost reduction in 
defense expenditures this area of defense profits should be excluded from the 
application of renegotiation. After all, such profits are generated through cost 
savings to the Government, hence, do not result from pricing policies. 


PROFITS UNDER REDETERMINABLE CONTRACTS 


In each of the requests for extension of the renegotiation authority the execu- 
tive branch of the Government has based much of its justification on the lack of 
cost experience to accurately forecast the costs of specialized items. This justi- 
fication being correct would in itself indicate that the Government does not have 
to rely upon renegotiation with respect to any contract or subcontract containing 
a redetermination provision under which the rate of profit is based on actual 
eost experience. Therefore, as it has been pointed out before on the floor of the 
House, since the profits from such contracts obviously do not fall within the 
intent or purpose of the Renegotiation Act such profits should be excluded by 
specific statutory language. 


MANDATORY EXEMPTION FOR STANDARD COMMERCIAL ARTICLES AND SERVICES 


The basic reason for renegotiation was to prevent the retention of excessive 
profits made possible by unusual conditions lacking the controls normally 
exerted upon prices by the pressures of competition. Every authority on renego- 
tiation, except those with self-serving reasons, readily admit that when renego- 
tiation invades area where the normal competitive forces operate freely, it loses 
all justification. For example, Senator Case of South Dakota, who is recog- 
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nized as the legislative father of renegotiation (having sponsored the original 
concept as a Member of the House of Representatives during World War IT) 
stated, August 17, 1954, on the floor of the Senate “* * * when we are operating 
under competitive conditions, we do not need renegotiation.” 

Competitive forces in the industrial market both within and outside the area 
of defense procurement, have shown great growth and vigor during the past 5 
years. Hence, profits obtained certainly are not excessive in character or amount. 

Every defense contractor or subcontractor who sells a standard commercial 
article or service faces continued stiff competition from old-line competitors 
and an ever-increasing number of new starters that have so sharpened compeittion 
that the area left for excessive profits no longer exists. Nevertheless, under the 
law as it stands today a large number of standard commercial article producers 
are incurring renegotiation. 

The present exemption for standard commercial articles and services is based 
upon an effort to liberalize the application of renegotiation which is an effort 
in the right direction, but because of concentration on an article being freely 
distributed in normal commercial channels the crux of the reason for the 
exemption—competition—jumped the track somewhere along the legislative line. 

The standard commercial exemption should be responsive to the competitive 
forees in every area, including the sale of a component designed, produced, and 
sold entirely for military use, without overemphasis on a certain percentage 
of identical units being sold commerically as a test of competition. 

I cite these five areas as examples of the need for revision in the standard 
commercial exemption provision. 

(1) The small standard commercial article producer has been able, through 
coneentrated selling efforts and product improvement. to carve for himself a 
suecessful business against competition from companies who have held a 
commanding position in the so-called standard commercial field. However, with 
respect to volume of business in competitive items the small producer’s volume 
is very likely to measure in the low fractions in comparison with that of his 
largest competitor. Yet, the largest competitor is also most likely to have a 
substantial volume of nonmilitary business which, if he desires, will permit him 
to apply the self-executing standard commercial exemption. On the other hand, 
the small producer whose production facilities are limited, finds at the end of the 
year that 80 to 85 percent of his volume has been used in military items. Hence 
he is excluded from the standard commercial exemption. They both perform 
the same type of service from production through the distributor channels to 
final sale. And this service is the same whether the product is consnme?d in the 
defense or commercial market. But, it is the continuous competition from the 
small company that keeps the large producer on the alert. The avenue for 
exemption, however, is available to the large company while the small company— 
the creator of competition—is saddled with the burden of renegotiation and the 
consequent diversion of attention from the primary function of running his 
business to the special cost accounting and order segregation which much be 
done under renegotiation. If the standard commercial exemption was based on 
competition the small company and the large company would be on equal footings 
under the exemption. 

(2) When the test of competition is defined in terms of a percentage of identi- 
cal items heing sold in the commercial market it forces the standard commercial 
manufacturer to refuse to alter or improve a commercial compenent to produce 
the superior characteristics which the military needs. If the manufacturer 
can sell substantial quantities of its commercial grade of product to the mili- 
tary without incurring renegotiation there is no incentive for product improve- 
ment. If the exemption was based on competition more manufacturers would 
be interested in developing and improving products and the military would 
benefit by the expanded supply of such products. 

(3) The administration burden the present standard commercial exemption 
imposes on many firms is out of proportion to the benefits intended by the 
exemption. In addition to the problems cited by the representative of the 
American Steel Warehouse Association last July many companies have several 
product lines which have literallv thousands of different catalog items, all 
of which are sold in highly competitive markets. Hence. regardless of the extent 
of commercial sales the clerical difficulties and cost involved impose conditions 
that render the exemption valueless, 

(4) For the standard commercial article manufacturer the segregation of 
renegotiable and nonrenegotiable sales has always been one of the knottiest 
problems involved in renegotiation. This stems from the fact that many 
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customers purchase both for commercial and defense use. Moreover, this diffi- 
eulty is recognized in the Board’s own regulations. Many manufacturers of 
standard commercial articles do not know what percentage of their sales are 
for defense or commercial use until they inquire of their customers for sales 
segregation purposes. And even then they are never sure, because the customer 
reports back that a certain percentage of his total business is defense. Thus the 
inquiring manufacturer of standard commercial articles has no way of knowing 
whether his sales were for the defense end of the customer’s business or the 
commercial end. He is left with no choice but to assume and segregate his 
sales for renegotiation purposes on the same ratio basis as reported by the 
customer. 

To ilustrate, suppose company Y, the manufacturer of a standard commercial 
article, makes inquiry of customer X. Customer X reports back that 60 percent 
of his total sales were for defense and 40 percent commercial. Company Y then 
segregates his sales to customer X as being 60 percent renegotiable and 40 percent 
nonrenegotiable. Actually, it is possible in the case of standard commercial 
articles that 90 percent of company Y’s products may have been consumed in the 
40 percent of customer X’s total business that was commercial, or vice versa. 
Although this has been a major difficulty from the outset it would be eased con- 
siderably in those cases where the article is sold in a normal competitive market 
and if the standard commercial article exemption was based on such market 
condition. 

(5) Without doubt many companies whose business has been built up primarily 
as suppliers to the aircraft industry face just as much competition in the sale 
of their products as those who serve both commercial and defense customers. To 
say that a military article without a reasonable counterpart in commercial use 
is lacking in competition is pure fallacy. Competition is real and those com- 
panies who sell only in the defense market against such competition on a fixed 
price basis are just as entitled to an exemption as the company who sells only a 
part of his production of a particular article in the defense market. As a matter 
of fact the company who sells 100 percent for defense consumption assumes a 
greater risk in that he has no established commercial business to fall back on 
when defense expenditures are curtailed. The free competitive system wherein 
efficiency is rewarded by substantial profits and success and wherein inefficiency 
results in losses and failure, operates just as effectively in connection with 
competitive military products as it does with commercial products. Hence, 
where these conditions apply they should be left to find their own levels without 
the added burden of renegotiation. 

Frankly, Congressman Mills, the time has come, when from the viewpoint of 
fairness, the Congress must trust the operation of normal competitive and eco- 
nomic forces in every part of our defense area where it operates. It has operated 
with outstanding results in every other phase of our national life, thus there is 
no factual reason why it is not adequate protection against excessive profits. 

It might be objected that there may be instances of abuse if the application of 
the standard commercial exemption is left open to normal competitive conditions. 
The arguments underlying such an objection must be sifted to determine what 
part is fallacy prompted by self-serving reasons and what part is based upon 
fact. In my opinion, the objections will be based on the findings of the Renego- 
tiation Board and it is the practice of that Board, not the law, that substantiates 
the demands of industry for relief from double jeopardy—competitive factors 
and renegotiation. 

In my opinion the test should not rely on a percentage of commercial sales, it 
should rest squarely on competitive conditions. Therefore. T respectfully recom- 
mend the exemption proposed last July by Congressman Hill and his colleagues 
of the Select Committee on Small Business, except that I think an article should 
be defined as “being substantially identical in every material respect with an 
article which is manufactured and sold, as a competitive product, by two or 
more manufactnrers: or which is an article of the same kind and having the 
Same Use OT Ses AS an article manufactured and sold as a competitve product, 
by two or more manufacturers.” The exemption should retain the self-execnting 
feature but it might contain a provision under which the Roard could require 
a contractor or subcontractor to substantiate the competitive requirements if 
it (the Board) has reason to believe that such requirements as set forth in the 
statnte have no heen met. 

With respect to the proposed amendment to section 108 of the Renegotiation 
Act of 1951, submitted by the Department of Defense, the Boeing Airplane Co. 
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ease now being heard by the Tax Court has proceeded far enough and under 
such circumstances as to indicate positively the need for this amendment. 

I have several other suggestions with respect to improvements in the Rene- 
gotiation Act but these will be incorporated in my statement to the full com- 
mittee. 

I am taking the liberty of sending a copy of this letter to each member of the 
Committee on Ways and Means. 

With kindest personal regards, I am, 

Sincerely yours, 
T. DARDEN. 


AMERICAN STEEL WAREHOUSE ASSOCIATION, INC., 
Cleveland, Ohio, April 29, 1959. 
Subject: Hearings on extension of the Renegotiation Act. 


Hon. D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

DEAR Mr. Mrs: The American Steel Warehouse Association, Inc., would like 
to file a statement with your committee regarding the Renegotiation Act. This 
act has caused considerable hardship on the industry represented by our associa- 
tion since the act was revised in 1956. Prior to that time, we had no difficulty 
filing under the standard-commercial-article exemption of the act. Because of 
the changes made in the act in 1956, it has been difficult for our members to file 
for exemption or to keep the records necessary under the act, due to the type 
of records required by the current interpretation of the act as it affects our 
industry. 

We do not believe it was the intent of Congress to renegotiate the earnings of 
the type of companies represented by our association. There is severe compe- 
tition in every market on all products sold and they definitely are of the standard 
commercial article type. 

I appeared before your committee on Tuesday, July 28, 1958, and testified in 
behalf of our industry when you were conducting hearings on the extension of 
this act. At that time, I made a statement about the American Steel Warehouse 
Association and its members. Following is an excerpt from that statement: 

“The American Steel Warehouse Association, Inc., was incorporated in 1984 
and its headquarters are in Cleveland, Ohio. It is an outgrowth of the American 
Iron, Steel & Heavy Hardware Association, which was established in 1909. 
Membership in the association consists of approximately 500 active member 
companies operating nearly 900 steel service centers in every metalworking center 
in North America. Steel service centers are sometimes called steel warehouses. 
Members of the association handle virtually all of the industrial steel products 
sold through steel service centers. Every major steel producing company is an 
associate member of the organization. 

“Industrial steel service centers have on hand approximately 3,700,000 tons of 
finished steel products ready for prompt processing and rapid delivery to any part 
of North America. These inventories are ready for immediate use in normal 
times and represent a strategic stockpile of enormous value in times of national 
emergency. 

“The primary economic function of industrial steel service centers is to 
provide a source of supply of various steel products for the small quantity pur- 
chaser, These service centers serve as a local stock outlet in the industry by 
purchasing steel from the mill in large quantities and selling this steel to myriads 
of purchasers in small quantities. The large steel consumer buys his major 
Steel requirements directly from the mill and his rapid delivery, maintenance, 
and repair items from steel service centers. The small steel consumer makes 
all of his purchases from the industrial steel service center since his small 
requirements cannot be economically handled directly by the mil). 

“Further evidence that the steel service centers operate for the consumer of 
small quantities is found from the fact that when an order is received, it is 
generally filled in a matter of hours, the sales are not made on a monthly or 
yearly contract basis, and steel service centers rarely accept an order for future 
delivery. 

“Steel service centers regularly stock approximately 12,000 different industrial 
steel items in every major industrial center in the United States and almost this 


many items in smaller industrial areas. In addition, they handle thousands of 
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items of other metals. These items are sold in very small quantities to every 
consumer of steel in North America. The average steel order of industrial steel 
products during the past year was approximately 800 pounds. Orders vary from 
one pound to several tons. Average sale price during the past year was approxi- 
mately $112 per order. Steel service centers process aprpoximately 35 million 
orders each year for all metal products and there are usually several items on 
each order. A typical company has from 5,000 to 10,000 customers in a major 
industrial area and completes hundreds of transactions every day. 

“Our industry is a very competitive one. Over 900 steel service centers are 
operated by the active members of the American Steel Warehouse Association, 
Inc., and there are at least 300 industrial steel service centers that are not mem- 
bers. A further proof that competitive conditions in our industry are such that 
unreasonable profits are preventer is the following report on industry earnings.” 


Earnings of steel service centers; industrial steel service centers 
(reporting ASWA members) 


PERCENT MARGIN ON SALES AFTER TAXES 


1954 1955 1956 1957 1958 
Steel service centers. 1.5 2.5 4.8 3.0 1.4 
All manufacturing !_____- 5.9 6.7 6.0 5.9 5.2 
PERCENT RETURN ON BOOK VALUE NET ASSETS AFTER TAXES 
cans 12.4 14.9 13.9 12.9 9.8 


1 Source: The First National City Bank of New York. 


The primary difficulty our members have in filing for exemption and in keeping 
records required by the act centers around the narrow interpretation of the 
term “article” in paragraph 1467.24 of the act. We realize that it was the intent 
of the committee in their report to have a narrow interpretation of the word 
“article,” but the interpretation as applied to our industry does not follow trade 
practice in our segment of the steel industry. Therefore, special records that 
are very expensive to prepare are required. Renegotiation in an industry like 
ours is always determined on the basis of sales records and special sales records 
are required in our industry under the interpretation of the word “article” under 
the act. If there was a possibility of higher than-normal earnings in the indus- 
try, we could see the justification for such records, but such conditions do not 
exist. 

Sales records in our segment of the steel industry are normally kept on the 
basis of the form of the product, for example, stainless plates, stainless bars, 
stainless sheets, stainless tubing, etc., and not on the basis of alloy content within 
each product classification. Under the interpretation of ‘article’ used by the 
Renegotiation Board, it is necessary to keep sales records on the basis of alloy 
content in addition to the form of the product because they use the steel pro- 
ducers’ definitions and not those of the steel service centers. This is primarily 
where the difficulty arises. Many of our people find that it is so difficult to keep 
such records because of the thousands of items handled that they do not file for 
exemption and ask to be renegotiated on the basis of their entire operation. In 
recent years, no company in the industry, as far as I have been able to determine, 
has had to return any earnings as a result of renegotiation. 

In view of the foregoing, we submit that this highly competitive industry 
which operates with low profit margin and handling standard commercial arti- 
cles should be exempted entirely. 

As an alternative, it appears to us that (1) the act should be amended, if 
extended, or (2) there should be a legislative directive to the Renegotiation 
Board to the effect that the narrow definition of “article” should be applied in 
accordance with regular trade practice used within each segment of an industry. 
Perhaps this could be accomplished by appropriate wording in the report of your 
committee; thereby simplifying the problems of our industry, but also the prob- 
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lems of the Renegotiation Board. The Renegotiation Board has permitted 
sampling when filing for exemption, but even such sampling imposes burden- 
some recordkeeping on companies because the definition of “article” does not 
follow trade practices in keeping sales records. If one of these alternatives is 
adopted, the special and expensive records required by the current interpreta- 
tion of the Renegotiation Act would no longer be necessary in an already low 
earning industry. 

We sincerely appreciate your committee’s serious consideration of our prob- 
lem. 

Sincerely yours, 
Rosert G. WELCH, Executive Vice President. 


FUTURECRAF® CoRP., 
South El Monte, Calif., April 28, 1959. 
Representative W1ILBuR D. MILLs, 
Chairman, Ways and Means Committee, 
U.S. House of Representatives, Washington, D.C. 


DEAR Mr. MILLS: We understand that your committee has under consideration 
at the present time the extension of the Renegotiation Act. 

We strongly urge you to provide for exclusion from renegotiation all profits 
subsequently reinvested in additional plant facilities earmarked for renegotiable 
business. 

In addition to the obvious benefits to the general economy accruing from any 
capital investment, there would be the additional important benefits of increased 
rate in defense product improvement and reduced requirements for Government- 
furnished facilities. 

Respectfully yours, 
M. Pret, President. 


INc., 
Dayton, Ohio, April 20, 1959. 


Subject: Renegotiation Act of 1951—Report 2466 extending act until June 30, 
1959. 

Hon. D. MILts, 

Chairman, Ways and Means Committee, House of Representatives, Washing- 
ton, D.C. 

Dear Srr: On June 6, 1958, when this act was being reconsidered, I expressed 
my views on the subject, which were printed on page 238 of the complete hearings 
on this subject, dated July 29, 1958. 

There are no reasons why the opinions and arguments therein expressed should 
be withdrawn or modified today. On the other hand, perhaps they should be 
expressed more forcibly and point by point, as follows: 

1. This act puts all business, both small business and big business, in the same 
category. Big business—with large organizations—are capable of handling the 
larger awards, and quite often at negotiated figures, whereas small business must 
bid competitively in most cases and prove its ability to produce. Even then, 
should a loss be incurred on any contract, there is no recourse. Since most small 
business sales have been based upon competitive bidding in a free market, there 
is no reason why they should be subjected to the ordeal of further negotiation of 
price. All such sales which have resulted from free competitive bidding should 
be final and small businesses of less than 500 employees should be excluded from 
the Renegotiation Act. . 

2. The present $1 million limitation creates a very serious problem and unde- 
served handicap to small business to which this company qualifies. 

3. Renegotiation under existing act or with presently proposed amendment 
takes away incentive and prevents the accumulation of adequate reserves for 
plant expansion, new equipment, engineering and development programs, as well 
as research. 

4. Many Government agency invitations, by point determinations, are limited 
to small business only. Such policy enables the smaller industries to participate 
in various programs, Why then should the future of small business be jeopar- 
dized by limitations of, and/or a renegotiation act, when in this current day 
business world, small businesses are being absorbed or merged with larger 
corporations? Is not lack of working capital and adequate reserves, etc., 
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responsible for this? When one considers the many thousands of small busi- 
nesses in our Nation and the part they play in the stabilization of employment 
versus big business, should small business be so penalized ? 

5. Small business does not have the opportunity to produce Government con- 
tracts in separate buildings or factories, with management and personnel 
entirely divorced from its regular or sustaining lines. Neither does it have the 
electronic cost and accounting equipment to separate its operations of two 
distinct types of business. 

6. Unknown recoveries from a renegotiation act do not constitute a form 
of revenue. The operational costs incurred in making any such recoveries may 
not justify the expenditure compared with the amount recovered. 

7. We feel strongly that—in the interest of a sound national economy—small 
business should receive some deserved consideration, which the Defense De- 
partment must have had in mind when the purchase of certain commodities was 
limited to small business. In order to do this: (@) small business with less 
than 500 employees should be excluded from renegotiation ; or (b) the act should 
be amended to raise the limitation from $1 million to a minimum of $2 million; 
or (c) otherwise the act should not be extended beyond its expiration date of 
June 30, 1959, and should die in committee. 

With all sincerity, I earnestly request consideration of the above and some 
distinguishing between big business and small business in your deliberation and 
decisions. 

Yours very truly, 
MinxK-Dayton, INC., 
W. W. Mink, President. 


SEEBIRT, OARE, DEAHL & THORNBURG, 
South Bend, Ind., May 4, 1959. 
In re: Renegotiation Act. 


Hon. D. MILLs, 

Chairman, Committee on Ways and Means, 
House of Representatives 

Washington, D.C. 

DEAR CHAIRMAN MILts: It is our understanding that your committee is con- 
sidering extensions of the Renegotiation Act. 

We should like to respectfully suggest for your committee’s favorable adoption 
and amendment to the Renegotiation Act to embrace a statute of limitations 
covering instances where no renegotiation report or reports were filed. 

The underlying need for a statute of limitations with respect to the renegotia- 
tion of so-called excessive profits under the several Renegotiation Acts is that 
none of the acts have spelled out a terminal date of civil liability for renegotia- 
tion of such profits derived since 1942 if a statement was not filed for renegotia- 
tion purposes. 

Such acts did, on the other hand, provide a statute of limitations to rene- 
gotiation proceedings from 1 to 2 years if a statement for renegotiation purposes 
was filed, but where no such statement was filed, there is no limitation with 
respect to civil proceedings under the acts. Parenthetically, the Government 
is barred in the criminal area from proceeding 5 years subsequent to the date 
such statement should have been filed. 

It goes without saying that the small businessmen have been under extreme 
pressures to survive and most, if not all, were unaware of any requirement to 
file such a renegotiation statement which would toll renegotiation proceedings. 
Others, because of the manifold pressures upon them, neglected or forgot to file 
such returns. One of the things contributing to the confusion in this regard 
may well have been the fact that Government was apprised of what these small 
business men had done in the way or renegotiable business as their income tax 
returns called for such information in at least the years 1942 through 1945 and 
in many cases such returns had been approved after audit by the Internal Revenue 
Service. 

We have had experience where the small business concerns are faced with the 
Renegotiation Board seeking to review renegotiable business done as far back 
as 1942. 

As you know, it has been the philosophy of Congress to exempt more and 
more small and medium businesses from the requirements and expense of re- 
negotiation proceedings over the years, as is evident from the increase in the 
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amount of exemptions extended. These exemptions have varied from a low of 
$25,000 to $1 million. 

It can be readily appreciated what extreme hardship may result if a small 
business is required to undergo renegotiation proceedings with regard to years 
as far back as 1942 where records in many instances are no longer available and 
the recollection of persons most dim and, therefore, a statute of limitations 
barring such proceedings for fiscal years more than 10 years ago is more than 
warranted. 

Res u 
JAMES F’. THORNBURG. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, D.C., May 7, 1959. 
Hon. WILBUR D. MILLS, 
Chairman, Committee on Ways and Means, 
House of Representatives. 


DEAR Mr. CHAIRMAN: In our letter report of April 20, 1959, to you, we sug- 
gested that subsection (e) (2) (B) of section 2 in H.R. 5123 be amended so as to 
include a provision protecting against windfall profits resulting from unsupported 
or improperly calculated cost estimates in any consideration of excessive profits 
by the Renegotiation Board. With this exception our report did not offer any 
objection to the general principles set forth in section 2 or to any of the remain- 
ing provisions of the bill. However, upon further consideration, and in view of 
certain matters which have been brought out in the course of your hearings and 
discussions on the bill, we would like to extend and revise our original comments. 

Under the provisions of the “special rule” set out in subsection (e)(2) of 
section 2 of H.R. 5123, all “agreed profits” allocable to a fiscal year, plus an 
amount equal to 10 percent of such agreed profits, would not be considered ex- 
cessive and would be exempt from renegotiation under the act. It is our opinion 
that an agreed rate or amount of profit for a particular contract or group of con- 
tracts is not in itself a sufficient or correct criterion for determining whether 
the profits realized in the performance of defense contracts during a period of 
time are reasonable or excessive. Further, an exemption from renegotiation 
which is based solely upon a determination that the profits did not exceed the 
rate or amount specified in the contract would appear to be diametrically opposed 
to the concept of renegotiation under the act as presently conducted. We under- 
stand that in determining excessive profits the extent of the consideration and 
valuation of the various factors forming the basis of the determinations varies 
with each particular case, yet the fixing of agreed profits would deprive the Board 
of any flexibility with regard to a substantial portion of the profits realized. 

Under subsection (e) (2)(A) “agreed profits” on cost-plus contracts and sub- 
contracts is defined as an amount calculated by multiplying the costs paid or 
incurred by the agreed rate of profit or by the agreed rate of target profit. The 
inclusion of subcontracts under this definition, as well as under subsections 
(e)(2(B) and (e)(2)(C), would bind the Renegotiation Board to whatever 
profit may have been agreed upon by the contractor and subcontractor without 
reference to whether the Government approved or concurred in such rate or 
amount. Additionally, this provision would operate to exempt profits in direct 
proportion to the costs which the contractor may have incurred. The inclusion 
of similar cost-plus-a-percentage-of-cost provisions for determining allowable 
profit in Government contracts has been prohibited by most of the present-day 
procurement statutes because of the incentive they provide the contractor to in- 
crease his profits by increasing his costs unnecessarily. We believe the same 
incentive would be present under the provisions of subsection (e) (2) (A). 

As indicated in our letter report of April 20, the provisions of subsection 
(e)(2)(B) would permit windfall profits, resulting from unsupported or im- 
properly calculated cost estimates and consequent overstatement of target 
profits, to be exempt from renegotiation. Profits of this nature may not be said 
to have been contemplated by the contracting agency in establishing the firm 
target profit, and since such profits do not result from efficiencies of the con- 
tractor there would appear to be no justification for exempting them from re- 
negotiation. 

Concerning subsection (e)(2)(C), it would appear that the contract covered 
thereby would include fixed price contracts awarded on an advertised basis, on 
the basis of competitive negotiation or after bargaining with a single supplier. 
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A majority of such contracts would not specify an agreed profit and such profit 
may not be otherwise ascertainable with reasonable certainty. We therefore 
question the workability of these provisions. Additionally, we see no basis for 
establishing a blanket exemption rate of 12 percent, or of any other percentage 
figure, which would apply to all contracts covered by this subsection and with- 
out regard to the nature of the work to be performed, the materials to be fur- 
nished, capital investment, or Government-furnished facilities. 

In view of the above, we are unable to recommend favorable consideration of 
subsection (e) (2) of section 2 of the bill. 

Sincerely yours, 
JosEPH CAMPBELL, 
Comptroller General of the United States. 


“(Thereupon, at 12 o’clock noon, the committee was adjourned, to re- 
convene in executive session at 10 a. m., Thursday, April 30, 1959.) 
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